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ECON  12  TEXT 

UNIT  I I , CHAPTER  8 

I NTRODUCT ION  TO  UNIT  II 

I.  Introduction 

Basically,  the  U.S.  is  a market  economy — an  economy  where  most 
production  is  organized  by  private  businesses  which  hire  the  people 
to  work  and  sel I products  to  other  businesses  or  to  the  people  and 
where  the  distribution  of  output  occurs  through  voluntary  exchange  o. 
goods  and  services  for  money  by  families,  businesses,  and  government 
agencies.  Since  people  organize  private  businesses  in  order  to  earn 
profit  from  their  investment  and  since  consumers  are  not  compelled 
to  buy  what  is  produced,  the  businesses  can  only  succeed  if  they  pro- 
duce what  people  are  willing  to  buy.  This,  then,  is  a market  economy, 
a system  in  which  most  economic  decisions  are  made  and  most  economic 
activity  is  coordinated  through  a network  of  markets,  each  of  which 
brings  together  buyers  and  sellers  of  a particular  good  or  service. 

In  this  unit,  you  will  study  the  structure  and  performance  of 
the  U.S.  market  system.  You  will  study  how  market  competition  between 
buyers  and  sellers  affects  resource  allocation — what  is  produced,  how 
goods  and  services  are  produced,  how  they  are  distributed  anc  how  much 
is  produced  in  total.  Our  major  objective  in  this  unit  Is  to  help  you 
learn  enough  about  the  structure  of  the  U.S.  market  system  to  permit 
you  to  understand  and  evaluate  the  performance  of  the  system  in  satis- 
fying the  desires  and  aspirations  of  the  American  people. 


tl.  The  Structure  of  the  American  Economy 

By  the  structure  of  our  economy  we  mean  .'he  millions  of  economic 
organizations — businesses,  government  agencies,  households,  labor 
unions,  trade  associations,  etc.— and  the  network  of  markets  and  other 
exchanges  which  hold  them  together.  We  will  describe  the  structure 
by  looking  at  the  kinds  of  organizations  which  exist,  how  they  are 
organized  into  markets,  what  they  do,  and  how  efficiently  they  perform. 
As  a very  general  introduction  the  next  few  pages  give  a broad  impres- 
sion of  U.3.  market  structure  by  describing  the  major  Industry  sectors 
of  the  economy,  the  change  in  relative  importance  of  these  sectors 
over  the  past  forty  years,  the  importance  of  largo  and  small  enterprise, 
and  the  effects  of  market  organization  on  income  distribution. 

Industry  Sectors 

This  section  describes  the  different  industries  which  generate 
our  Gross  National  Product.  We  will  compare  the  relative  size  of 
each  sector  in  1967  with  the  relative  size  of  the  sector  in  1929,  the 
last  year  of  prosperity  before  the  Great  Depression  and  one  of  the 
early  years  for  which  this  type  of  data  Is  available,  Theie  comparisons 
will  give  you  a picture  of  the  industrial  composition  of  our  market 
system  and  of  how  the  structure  of  the  economy  has  changed  as  the  eco- 
nomy has  developed  through  the  years.  The  data  will  give  you  some  in- 
sights Into  the  path  nnd  causes  of  economic  development  in  our  country 
an.;,  hopefully,  this  insight  will  deepon  as  you  complete  this  unit. 

In  the  statistics  which  follow,  production  is  divided  into  three 


broad  industry  sectors: 


goods  - manufacturing,  agriculture,  mining  and  extraction  industries 
services  - private  and  public  services 

construction  - public  and  private  industrial  or  commercial  building 
and  private  dwellings 

These  broad  sectors  are  further  subdivided  into  ten  major  industry 
divi sions: 

agriculture,  forestry,  fisheries 
mining 

construction 
manufacturi ng 
transportati on 

communication  and  public  utilities 
wholesale  and  retail  trade 
finance,  insurance  and  real  estate 
government  and  government  services 
foreign  trade 

Diagram  Mo.  I shows  how  GNP  is  generated  when  we  divide  up  the 
economy  into  four  major  sectors:  durable  goods,  non-durable  goods, 

services,  and  construction.  The  major  changes  which  are  noticeable 
here  are  the  rising  importance  of  durable  as  opposed  to  non-durable 
goods,,  and  the  drop  in  construction.  There  is  a slight  increase  in 
the  relative  importance  of  services. 

Diagram  No.  I 

Percentage  of  U.S.  Gross  National  Product  Generated  by  Goods, 

Services,  and  Cons+ruction  Sectors,  1929  and  1967.  (GNP  in  Billions 

Source:  Economic  Report  of  the  President.  1968,  U.S.  8ov^?^ar^ 

Printing  Office,  Washington  D.C. , 1968,  p.  215. 
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Diagram  No.  2 shows  the  relative  Importance  of  the  various 
categories  of  expenditures  in  generating  GNP.  The  most  startling  change 
Is  the  rise  in  the  relative  importance  of  government,  especially  the 
rise  of  the  military  establishment.  In  1929  federal  civil  and  military 
spending  was  only  1.7  percent  of  GNP,  and  in  1967  mi  I i tary  spending 
alone  was  8.9  percent.  The  rise  in  the  importance  of  civil  government 
on  all  levels  has  been  much  less  spectacular.  Federal  civil  expenditures 
have  probably  not  increased  more  than  1.25  percent  of  GNP,  and  state 
and  local  expenditures  have  increased  .5  percent  of  GNP.  Still,  this 
small  percentage  increase  has  meant  a doubling  in  the  relative  cost  of 
federal  civil  government. 

In  all  of  these  instances,  the  citizen  has  exchanged  a relative 
decrease  In  the  amount  spent  on  private  consumption  in  return  for 

increased  government  services. 

Diagram  No. 2 

U.S.  Gross  National  Product  by  Category 
of  Expenditure,  1929-1967 

Source:  Economic  Report  of,  the  President,  1968,  pp.  210-11 
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Diagram  No.  2 

?ross  National  Product  by  Category 
of  Expenditure,  {929-1967 


Diagram  No.  3 shows  that  general  production  patterns  have  re- 
mained fairly  stable.  This  diagram  shows  how  the  major  sectors  gener- 
ate GNP.  The  government  sector  is  much  smaller  in  this  breakdown 
because  it  does  not  include  any  purchases  of  goods  and  services.  It 
shows  only  the  money  paid  to  federal,  state,  and  local  military  and 
civilian  emp I oyees . 

Except  for  non-farm  business,  which  had  a relative  increase  of 
only  4.3  percent,  there  have  been  significant  shifts  in  the  relative 
importance  of  the  major  economic  sectors.  There  were  decreases  in 
farming  (60.0  percent),  households  (36.0  percent),  and  foreign  trade 
(14.0  percent).  Each  of  these  declines  was  offset  by  the  42.0  percent 
increase  in  the  relative  importance  of  government. 

Diagram  No.  3 

Percentage  of  U.S.  Gross  National  Product  Generated  by  Major  Economic 

Sectors,  1929-1967. 

Source:  Economic  Report  of  the  President,  1968,  p.  219. 
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The  data  for  the  generation  of  GNP  by  major  industries  is  only 
available  for  the  period  since  1947.  Diagram  No.  4 shows  the  shifts 
in  the  relative  importance  of  major  industries  in  the  last  20  years. 
There  has  been  considerable  stability  in  industry  patterns.  Except 
for  agriculture,  which  declined  38  percent,  no  industry  changed  as 
much  as  15  percent  and  half  of  them  changed  less  than  10  percent. 


Diagram  No.  4 

Percentage  of  U.S.  Gross  National  Product  Generated  by  Major  Industries, 

1947  and  1966. 

Source:  Lconom j c Report  of  the  Pres i dent,  1968,  p.  220. 
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SOURCE:  Economic  Regort  the^  Pre^i^eivt , 


Distribution  of  the  Labor  Force  among  Sectors  of  the  Economy.  The 
changes  in  the  relative  importance  of  the  various  industry  sectors  are 
also  reflected  in  the  distribution  of  the  labor  force.  The  next  two 
diagrams  show  how  the  labor  force  has  been  distributed  among  industry 
sectDrs,and  industry  divisions.  Diagram  5 shows  that  the  most  dramatic 
change  in  labor  force  distribution  since  1929  has  been  the  decline  in 
agricultural  employment:  The  movement  has  been  from  the  farm-,  and  from 

sol  f-errp  loyment,  into  wage  and  salaried  employment  in  business,  civil 
service,  and  the  armed  services. 

Diagram  No.  5 

Percentage  Distribution  of  the  U.S.  Labor  Force  by  Sectors,  1929-1967 
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Source:  Economi c Report  of  the  Pres ident,  1968,  pp.  234-5. 
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Diagram  No.  5 

Percentage  Distribution  of  the  U„S. 
Labor  Force  by  Sectors,  1929-1967 


The  changing  distribution  of  wage  and  salaried  employment  in 
business  and  civil  service  is  given  in  Diagram  6.  This  diagram  shows 
the  distribution  of  manpower  among  non-agr i cu I tura I sectors.  The 
largest  changes  in  distribution  among  these  industry  divisions  have 
been  the  drop  in  transportat i on  and  utilities  employment  and  the 
increase  in  government  employment.  Manufacturing  and  mining  and  con- 
struction declined  somewhat,  while  employment  in  services  and  Commerce 
rose.) 

Diagram  No.  6 

Percentage  Distribution  of  the  U.S.  Non-Farm  Labor  Force  Among 

Industry  Divisions,  1929-1967. 
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To  summarize,  we  can  say  that  the  trends  away  from  agricultural 
production,  the  relative  stability  in  manufacturing  production  as  a 
proportion  of  GNP,  the  rising  importance  of  service  industries  des- 
cribe the  continuing  development  of  the  U.S.  into  a balanced,  indus- 
trialized, and  generally  affluent  economy.  Less  developed  economies 
would  show  a much  larger  percentage  of  GNP  produced  in  the  agricul- 
ture or  extractive  sectors  of  the  economy,  and  a much  smaller  per- 
centage of  GNP  generated  in  the  manufacturing  and  service  industries. 

The  growth  in  the  government  sector  of  our  economy  indicates  the 
effect  of  war  and  fear  of  war,  and  to  a lesser  extent,  an  increasing 
demand  for  public  services,  primarily  financed  through  state  and  local 
taxation. 

Corporations  and  the  Economy 

The  foregoing  diagrams  show  the  relative  importance  of  the  various 
sectors  of  our  economy  and  the  divisions  within  the  sectors,  but  they 
give  no  indication  of  how  production  in  these  sectors  and  divisions  is 
organized.  Here,  the  most  significant  characteristic  is  the  importance 
of  technology  to  increase  productivity.  Although  most  American  busines- 
ses are  small,  the  economy  is  dominated  by  enormous  concentrations  of 
power  in  the  federal  and  state  governments,  in  the  large  corporations, 
and  in  the  large  labor  unions.  There  are  about  12,000,000  business 
firms  in  the  Un 1 ted  States,  but  500,000  of  the  largest  of  them  (corpor- 
ations) do  75  percent  of  all  the  business  in  the  country.  Of  these 
500,000  corporal  ions,  the  top  500  produce  almost  half  of  all  the  goods 
and  services  we  consume  each  year;  tee  top  50  of  these  corporate 
giants  produce  almost  one-fourth  of  all  goods  and  services;  and  the  top  10 
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of  them  produce  more  than  o.ne-eiqhth  of  all  goods  and  services.  When 
1o  these  500  giant  industrial  corporations  we  add  the  50  largest  cor- 
porations in  banking,  life  insurance,  merchandising,  transportation, 
and  public  utilities,  the  total  750  corporations  produce  more  than  the 
economy  of  any  country  other  than  the  United  States. 

If  we  exclude  the  100  largest  banking  and  life  insurance  corpora- 
tions, the  remaining  650  largest  non-f i nanc i a I corporations  are  the 
power  base  of  organized  labor.  Approximately  30  percent  of  the  70 
million  non-agr i cu I tura I workers  are  organized.  Of  the  20  million  or 
so  union  members,  over  one-third  of  them  are  among  the  16  million 
employees  of  the  650  largest  non-f i nanc i a I corporations.  These  unions 
include  such  giants  as  the  1.5  million  member  United  Autoworkers,  and 
the  Stee I workers , Machinists,  and  Electricworkers,  each  with  nearly  a 
million  members . 

Because  of  these  power  concentrations,  some  economists  describe 
our  economy  in  terms  of  the  relationships  which  exist  between  the  large 
corporations , the  large  unions,  and  the  federal  government.  These  eco- 
nomists assert  that  these  three  dominant  elements  in  our  economy — large 
corporations,  unions,  and  government — do  not  compete  through  market 
exchanges,  but  instead  they  make  bargaining  agreements  among  themselves, 
or  they  unilaterally  decide,  about  products,  supply,  and  prices.  If 
this  is  true,  it  means  that  such  decisions  are  relatively  free  from  market 

competition,  th3t  consumer  demand  does  not  determine  supply  of  output 

of  the  products  of  these  large  corporations 
or  pri cosA  except  in  the  long-run.  The  complex  technology  of  modern 

industry  is  the  major  reason  cited  for  th  i s breakdown  of  the  market 

Highly  complicated  products  requiring  years  for  research, 

-16- 
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development,  and  production  cannot  be  produced  without  careful  planning 
and  reasonable  certainty  as  to  factor  supply  and  prices,  and  probable 
consumer  demand  and  prices.  An  uncontrolled  market  cannot  offer  such 
reasonable  certainty  and  thus  non-market  agreements  are  made  which 
insure  the  rational  oasis  of  industry  upon  which  long-term  planning 
depends . 

Despite  the  presence  of  huge  corporations,  government  agencies, 
and  unions,  there  are  many  industries  which  are  highly  competitive; 
they  are  composed  of  a large  number  of  small  businesses  competing  with 
each  other  to  supply  buyers.  These  are  the  eleven  and  a half  million 
firms  which  produce  25  percent  of  the  nation's  output.  In  fact,  even 
the  500,000  largest  firms  include  mainly  relatively  small  firms.  Pro- 
fessor Richard  Caves  of  Harvard  estimates  that  perhaps  half  of  American 
manufacturing  output  is  produced  in  fairly  competitive  industries,  half 
is  produced  in  industries  dominated  by  a small  number  of  businesses 
which  supply  most  of  the  buyers  in  that  market.  In  other  sectors  of 

the  economy  it  is  harder  to  estimate  the  importance  of  large  businesses. 

non-manuf<jctur i ng 

TheseAsectors  show  considerable  variety  in  the  amount  of  competition, 
but  markets  with  few  sellers  are  common  in  these  sectors  as  well.* 
Household  Sectors  and  the  Distribution  of  Income 

Our  economy  is  more  than  the  industries  which  employ  people  and 
generate  the  goods  and  services  which  these  same  people  consume.  The 

* Richard  Caves,  American  Industry:  Structure,  Con duel , and  Per- 

formance . Prentice  Hall,  Englewood  Cliffs,  New  Jersey”  1964 . pp.  11-15. 
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purpose  of  production  and  distribution  is  to  satisfy  human  wants.  To 
describe  Ihe  structure  of  our  economy  we  must  describe  how  the  benefits 
of  efficient  production  are  distributed  among  the  families  which  make 
up  our  society. 

Table  I below  shows  the  percentage  of  all  families  in  the  United 
States  in  1965  which  earned  an  income  within  the  income  class  described 
in  column  I.  Column  3 shows  the  percentage  of  all  families  which 
earned  an  income  in  this  class  plus  all  lower  classes.  The  median  in- 
come in  1965  of  $6,882  means  that  half  of  the  families  earned  an  income 
less  than  $6,882  and  half  of  the  families  earned  more  than  $6,882. 

Table  I 

The  Distribution  of  Family  Income  by  Family  Units,  1965* 


Income  Class 

Percentage  of 
Al 1 Fami 1 ies 
in  this  Cl  ass 

Percentage  of  Al 1 
Families  in  this 
Class  and  Lower 
Cl  asses 

Under  $3,000 

1 6% 

1 6% 

$3,000  to  $4,999 

16 

32 

$5,000  to  $6,999 

19 

51 

$7,000  to  $9,999 

24 

75 

$10,000  to  $14,999 

17 

92 

$15,000  and  over 

8 

8 

TOTAL 

1 00% 

1005b 

Med i an  1 ncome 

$6,882 

*The  census  definition  of  family  excludes  single  persons  not  living 
i n fami lies. 


SOURCE:  Bureau  of  the  Census,  Current  Population  Reports,  Series  P-60, 

No.  51  January  12,  1967,  pp.  I and  2. 

V" 
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The  table  shows  that  iri  1965  seventeen  percent  of  U.5.  families  earned 
less  than  $3,000,  an  income  which  is  low  enough  to  consider  the  families 
in  poverty.  Seventy-five  percent  of  the  families  earned  less  than 
$10,000.  Although  this  might  seem  I i ke  a handsome  income  by  some  stan- 
dards, by  our  own  standards  it  is  not.  Recently  the  U.S.  Department  of 
Labor  published  a budget  estimating  the  cost  of  maintaining  a city  family 
at  an  average  and  acceptable  standard  of  living.  In  196,6,  the  budget 
estimate  for  a family  of  four  for  the  whole  country  was  $9,200. 

Although  these  statistics  are  susceptible  to  different  types  of 

i nterpretati ons , it  should"  be  clear  that  income  and,  therefore  the 

benefits  from  our  efficient  economy,  are  unevenly  distributed  among  the 

families  living  here.  Later,  chapters  16  and  17  describe  in  greater 

detail  U.S.  income  distribution,  the  trends  in  income  distribution  since 

the  beginning  of  the  century,  and  the  extent  of  poverty.  Here  it  is 

only  necessary  to  point  out  that  poverty  occurs  more  often  among  some 

groups  than  others.  For  instance,  in  1965,  the  median  income  for  white 

families  was  $7,170  while  the  median  income  for  non-white  families  was 
2 

$3,971.  In  that  year,  eighty-nine  percent  of  families  headed  by  a 
woman  earned  a family  income  less  than  $5,000  per  year  while  only  forty 
percent  of  families  headed  by  a man  earned  less  than  $5,000  per  year.^ 

* A description  of  this  budget  and  its  components  is  given  in  a 
reading  for  Unit  II,  Lesson  10.  See  page  158  for  more  details  on  the 
City  Worker's  Family  Budget. 

2 

U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current  Popu I a- 
tion  'Report  , Series  P-6f >'L'No.  49,  August  10,  1966,  p.  2. 

■^U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current  Popula- 
ti on  Report,  Series  P-60,  No.  51,  January  12,  1967,  p.  32"!  ~ 
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To  understand  the  structure  of  our  economy  it  is  necessary  to  understand 
the  way  income  is  distributed  and  the  factors  which  cause  the  unequal 
distribution  of  income.  We  will  study  These  problems  in  chapters  16 
and  I 7 

III.  Evaluating  the  Performance  of  Our 
btXMKjniy 

The  structure  of  our  economy,  private  and  public,  small  business 

and  mammoth  corporation,  rich  families  and  poor,  mirrors  the  social 

l 

values  of  our  society.  These  are  the  organizations  which  perform  the 
basic  economic  activities  and  which,  thereby,  permit  us  to  achieve 
or  strive  to  achieve  our  economic  goals.  The  extent  of  economic 
progress,  stability,  freedom,  justice,  and  security  in  our  society — 
the  general  gains  and  the  extent  to  which  these  gains  are  shared  by 
the 'total  population — depend  on  the  operation  of  our  economic  Institu- 
tions. For  example,  take  the  values  of  economic  freedom  and  security 
as  they  were  described  in  Unit  I.  Freedom  was  defined  as  the  freedom 
to  engage  in  any  economic  activity — production,  consumption,  saving  and 
investment.  Security  was  defined  as  the  assurance  of  steady  work  or 
a steady  flow  of  purchasing  power  to  citizens  to  permit  them  to  live 
above  some  acceptable  minimum  standard  of  living. 

Part  of  economic  freedom  in  a market  economy  Is  the  freedom  of 
individuals  to  own  property  and  to  buy  and  sell  that  property.  This 
power  of  property  owners  to  control  buildings,  land,  productive  capital 
gives  them  freedom  of  choice,  but  it  also  permits  them  to  restrict  the 
economic  freedom  of  others.  For  example,  people  who  do  not  own  a factory 
or  a house  cannot  acquire  such  property  unless  they  can  buy  it,  and 


property  owners  can  refuse  to  sel I to  certain  people.  One  demand  of  the 
fight  by  Negro  civil  rights  groups  has  been  to  break  down  discrimina- 
tion in  renting  and  selling  of  residential  houses  through  the  passage 
and  enforcement  of  lass  res'rricting  property  owners'  freedom  to  sell  or 
rent  to  persons  of  their  own  choice.  These  laws,  if  enacted  and  enforced, 
will  redistribute  economic  freedom — they  will  reduce  rue  freedom  of 
white  property  holders  by  increasing  the  choices  of  minority  groups. 

Another  similar  exa.plo  is  the  fight  to  end  discrimination  in 
business  hiring  practices  against  acial  minorities,  women,  and  old.r 
people.  Here  again,  the  property  owner,  or  his  agent,  can  exercise  his 
freedom  of  choice  in  deciding  who  to  hire  for  a particular  job.  But  his 
exercise  of  freedom  interferes  with  the  job  applicant's  right  for  a just 
share  of  the  nation's  output.  As  laws  are  passed  making  it  illegal  for 
employers  to  discriminate  against  women,  Negroes,  persons  over  forty 
years  or  under  twenty  years  old,  hiring  practices  change,  and  economic 
justice  for  one  group  is  won  at  the  expense  of  freedom  of  choice  of 
property  owners. 

Thus,  what  we  mean  by  economic  freedom  is  directly  related  to  wnc 
exercises  freedom  and  is  reflected  in  how  business,  government,  unions, 
and  households  operate.  The  civil  rights  and  black  power  movements  are 
altering  rad"  'ally  our  racial  attitudes  and  Ihese  changes  w II  be  re- 
flected in  changes  in  the  economic  structure  of  the  socle  iy--the  percen- 
tage of  income,  jobs,  and  property  controlled  by  Negroes. 

Likewise,  the  extent  to  which  people  value  security  and  have  taken 
Steps  to  make  people  economically  secure  have  affected  the  structure  of 
our  economy,  oince  the  Great  Depression  of  the  I930's,  the  federal 
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(juv'f  iurii;n  i fi.JU  U‘  iV* ; i OpOC  fnor«;l^ry  r_:  n 0 t I SCO  I [/jl  :U'S  which  have  pre- 
vented ^jriou'j  depressions  lor  1 ho  oust  25  years.  ihe  federal  and 
state  governments  have  also  established  a series  of  programs — unenp  loy- 
ment  insurance,  social  security,  medicare,  c tc , --wh i cl;  ir. croc.so  the 
financial  security  of  many  Americans.  However,  almost  ten  million 
families,  or  close  to  twenty  percent  of  the  total  nurneor,  are  still  liv- 
ing in  poverty  and  these  ore  -(ho  foni  i ie-  whose  members  experience  the 
greatest  unemployment  and  ''car  economic  insecurity,  ihe  J.S.  economy 
has  created  both  the  prosperity  for  the  majority  j n d the  poverty  end 
insecurity  for  this  large  minority.  It  has  also  influenced  our  ideas 
as  to  what  we  mean  bv  economic  security,  that  L>,  •net  n tamily  needs 
in  the  way  of  econ.rnic  benefits  in  order  to  be  secure . 

To  eliminate  povert/  we  must  find  our  viv,t  rhorc  is  abort  the 
structure  of  our  market  economy  arid  our  social  system  *’hich  creates 
poverty,  then  formulate  and  carry  out  policies  which  will  alter  current 
practices  and  conditions  so  that  the  caLues  of  poverty  con  bo  eliminated. 

We  hope  that  th  i s unit  v/ill  give  yen  ton  knowledge  and  skills  you 
need  to  study  the  v/ays  businesses  corner;  tc;  create  gooJs  and  services 
as  well  as  jobs  ar.  < the  economics  of  race  and  poverty,  then  to  relare 
this  understanding  of  the  strucl ure  of  rre  economy  ,c  goal  * of  our 
sociely.  By  +he  ->nd  the  un  i I you  should  tv  able  to  real  and  discuss 
some  of  the  major  points  of  view  about  tic  performer  of  ;ur  ecoromic 
system  and  to  arrive  at  your  ov.n  conclusions  about  the  rale  and  direction 
of  economic  development  in  the  U.S.  On  a more  personal  level,  we  hope 
that  your  new  insights  ; nto  the  way  our  market  system  operates — i ts 
achievements  and  shortcomings — will  help  you  understand  hew  you  fit  into 


the  system  and  choose  what  actions  you  can  take  to  be  effective  in 


achieving  your  own  goals. 

For  this  purpose  this  unit  takes  up  the  following  topics  in 
this  order: 

The  Characteri st i cs  of  a Market  Economy  (Chapter  9) 

Price  Determination  in  a Competitive  Market  (Chapter  10) 

The  Law  of  Supply  and  Demand  (Chapter  II) 

Perfect  Competition  and  Perfect  Monopoly  (Cnapter  12) 

The  Organization  of  Imperfectly  Competitive  Markets  (Chapter  13) 
Control  and  Regulation  of  Competition  and  Monopoly  (Chapter  14) 
Income  Distribution  in  the  U.S.  (Chapter  15) 

Poverty  in  the  U.S.  (Cnapter  16) 
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THE  CHARACTERISTICS  OF  A MARKET  ECONOMY 
I . I ntroduct i on 

Our  economy  is  characterized  as  a market  system  because  it  is  through  market 
exchanges  that  we  make  allocation  decisions — what  to  produce,  how  to  produce  this 
output,  for  whom  to  produce  it  and  how  much  to  produce  in  total.  To  say  that 
economic  decisions  are  made  through  market  exchange  means  that  when  individuals 
buy  and  sell  goods  and  services,  each  transaction  requires  the  buyer  and  the  seller 
to  make  a choice.  Taken  together,  all  of  these  decisions  determine  how  economic 
resources  are  a I located. 

One  way  to  get  some  initial  insight  into  this  process  of  resource  allocation 
through  market  bargaining  is  to  start  with  your  own  experience.  How  do  you  decide 
what  to  buy  and  to  sell,  and  how  do  your  decisions  affect  resource  allocation? 

When  you  buy  as  a consumer  you  have  to  know  what  things  are  available  and  how  the 
alternatives  compare  in  price  and  quality.  For  example,  the  automobile  tire 
market  has  prices  and  qualities  ranging  from  $6.99  retreads  to  $75  premiums,  and 
the  ladies'  shoe  market  has  everything  from  Karl’s  brand  at  $5.99  to  Bally's  at 
$45. 

i 

Once  you  "know  the  prices  and  qualities  of  the  things  you  want,  vou  have  to 
decide  how  to  spend  your  money.  Because  you  probably  want  more  things  than  you 
have  money  for,  you  must"  decide  which  of  the  many  things  available  you  will  buy. 

You  have  to  compare  these  things  with  each  other  in  terms  of  how  much  satisfaction 
they  will  give  you  per  dollar  spent.  You  probably  recognize  this  process  of  com- 
paring as  the  calculation  of  alternative  costs.  In  choosing  between  items,  you  are 

part  of  a market  and,  because  sellers  react  to  consumer  buying,  your  decision  to  buy 
helps  determine  what  businesses  will  produce. 
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If  you  sell  something,  you  also  need  to  know  the  price  and  the  quality  of  items 
which  compete  with  what  you  are  selling.  You  probably  hayo  had  less  experience 
selling  than  buying,  but  perhaps  you’ve  already  tried  to  sell  your  labor.  In  look- 
ing for  a job,  you  want  to  know  the  wages  or  salary  currently  paid  for  each  possible 
opportunity.  This  information  puts  you  in  a position  to  sell  your  own  labor  at  the 
best  price  you  can  get.  Again,  in  this  instance,  you  are  making  a decision  which 
allocates  an  economic  resource  (your  own  labor)  and,  therefore,  you  are  sharing  in 
making  the  what,  how,  and  for  whom  decisions. 

We  defined  a system  in  Unit  I as  an  orderly  arrangement  of  parts  into  a whole 
to  perform  some  function.  The  U.S.  economy  is  a market  system  because  it  is  made 
up  of  many  different  markets  which,  taken  together  as  a whole  network  of  markets, 
a I locates  resources  and  distri butesoutput  to  the  people.  The  purpose  of  this  chapter 
is  to  orient  you  to  studying  our  market  system  by  describing  some  important  features 
of  a market  economy;  (I)  the  essential  role  of  private  property  and  freedom  to 
buy  and  sell;  (2)  the  control  which  markets  exert  on  individuals  in  the 
economy;  (3)  the  importance  of  laws  in  regulating  markets  and  protecting  property 
rights;  (4)  a simple  way  to  look  at  the  mechanics  of  market  resource  allocation. 

M_.  The  Essential  Character  1 sties  of  A Market  Economy 

To  say  that  an  economy  is  a market  economy  means  that  most  economic  activity 
is  coordinated  through  money  exchanges  between  people  who  are  more  or  less  free  to 
buy  or  sell  whatever  they  wish.  ' Two  structural  charac- 

teristics must  be  present  in  a market  exchange  economy.  First,  production  must  be 
specialized,  so  that  there  are  different  producers  of  different  goods  and  so 

that  output  must  be  distributed  to  final  consumers.  Second,  productive  resources 
and  the  output  of  production  must  be  privately  owned  and  the  owners  must  be  free  to 
exchange  their  property.  In  a marke"  economy,  specialized  production  is  organized 
and  control ied  by  privately  owned  businesses  which  hire  people  to  work  for  wages  or 
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salaries.  People  earn  an  Income  by  sellinq  their  labor  or  other  productive  services 
to  businesses  which  produce  outout  and  sell  it  to  other  businesses  or  to  final  con- 
sumers. Thus,  for  the  system  to  work,  both  businesses  and  members  of  the  labor 
force  must  be  free  to  exchange  goods  or  services  for  money  and  they  must  have  some 
incentive  to  do  so. 

Basic  to  a market  system  is  the  existence  and  protection  of  private  property 
rights  and  the  right  to  enter  into  contracts  to  buy  or  lease  property.  Indivi- 
duals must  have  the  right  to  possess  private  property  and  to  dispose  of  it  by  lease 
or  sale.  That  is,  people  must  be  able  to  buy  and  sell  land  or  capital  qoeds  (all 
factors  of  production  except  labor),  as  well  as  consumer  goods  and  services.  People 
must  own  assets  in  order  to  be  able  to  sell  them.  This  right  also  gives  property 
owners  control  over  the  use  of  their  property. 

A necessary  part  of  the  freedom  to  own  property  or  to  control  one’s  labor  is 
the  right  to  enter  into  a contract  to  sell  or  buy,  borrow  or  lend  private  property 
or  to  buy  or  sell  labor  services.  People  involved  in  an  exchange  of  assets  (a 
house  for  money,  for  instance)  can  state  the  conditions  of  the  sale  or  lease  of 
property  in  a contractual  agreement  which  can  be  enforced  by  the  courts.  Then  if 
one  person  refuses  to  fulfill  his  contractual  obligations,  the  other  person  can  go 
to  court  to  force  him  to  live  up  <to  the  provisions.  Likewise,  employees  and  employers 
can  erter  into  contractual  agreement  about  the  conditions  of  employment. 

Pinal ly,  in  a market  system  people  tend  to  value  economic  success.  The  system 
creates  the  opportunity  and,  therefore,  the  desire  to  better  oneself  by  earning 
higher  incomes  and  by  acquiring  more  wealth.  The  system  creates  monetary  incentives. 
One  can  increase  one's  status  by  becoming  rich;  and  the  ability  to  enjoy  the  output 
of  society  depends  on  the  ability  to  buy.  Thus,  the  driving  force  which  motivates 
people  to  better  themselves  and  to  be  more  productive  is  the  desire  to  earn  a stable 
and  rising  income  or  to  amass  wealth  through  acquiring  more  and  more  property. 
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To  summarize,  a market  system  is  characterized  by  the  following:  the  ability 

to  own  property  and  to  enter  into  contracts  over  the  use  or  disposal  of  private 
property;  specialized  production  organized  by  private  business;  the  abi I i+y  and 
necessity  for  most  people  to  work  for  money  wages  or  a salary;  and  people’s  general 
desire  to  improve  their  economic  welfare  by  increasing  their  income  or  wealth.  In 
such  a society  economic  decisions  about  what,  how,  for  whom  are  made  by  individual 
firms,  or  people  acting  in  their  own  economic  self-interest.  Individuals  act  directly 
to  allocate  resources  through  their  own  individual  decisions  to  buy  or  sell.  This 
decentralized  decision  making  Is  a major  character i St i c of  a market  economy. 

In  societies  where  private  property  is  not  an  established  or  important  insti- 
tution, market  exchange  is  not  the  important  mechanism  for  allocating  resources.  In 
Unit  I the  readings  on  the  American  Indian  tribes  described  people^ who  lived  In  self- 
sufficient  tribes  or  clans,  where  exchange  existed  but  was  a relatively  unimportant 
part  of  distributing  output  and,  in  the  case  of  the  Tsimshian,  where  property  was 
owned  by  the  clan  and  could  not  be  sold.  In  Unit  IV  you  will  study  underdeveloped 
economies  in  India,  Nigeria  and  Brazil,  where  many  of  the  people  live  in  self-suffi- 
cient villages,  cut  off  from  most  markets  and  where  people  are  too  poor  to  own 
property  other  than  their  own  personal  effects.  The  Unit  IV  study  of  Russia  will 
illustrate  how  a government  uses  central  planning  to  allocate  resources  in  a 
country  where  all  capital  is  socialized. 

III.  The  Market  System's  Control  Over  Individuals 

One  of  the  advantages  of  a market  system  is  fhat  individuals  can  decide  for 
themselves  what  contribution  they  will  make  to  Droduction  and  what  they  will  con- 
sume. Although  this  may  seem  to  give  people  a great  deal  of  economic  freedom, 
nevertheless  the  system  controls  people  by  forcing  them  to  work  in  order  to  earn 
the  money  so  that  they  can  buy  the  things  which  will  satisfy  their  wants.  Further- 
more, people  must  choose  an  occupation  and  as  a result  of  the  bargaining  which  takes 
place,  the  15,000  or  so  trades  and  professions  in  our  economy  are  staffed. 
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Under  the  market  system  this  matching  of  people  to  jobs  occurs  because  employers 


of  for  jobs  to  qua ! i f i cd  3pp*l c 3 n i-  c . 


! I I I iw  PC  cj  PC  I uv  n r t Y • I ueu  i j <w<  , M> 


less  qualified  applicants  must  seek  work  elsewhere.  If  there  are  too  few  applicants, 
tho  employer  must  attract  them  from  other  jobs.  The  ptice  which  the  employer  is 
willing  fo  pay  tho  employee  for  his  labor  is  the  power  which  distributes  the  labor 
force.  If  there  are  too  many  applicants  for  a job,  the  employer  hires  only  the  best 
qualified  or  hires  those  will  inn  to  work  for  lower  wages.  Either  way,  some  workers 
leave  that  occupation.  If  there  are  too  few  applicants,  the  employer  can  attract 
workers  by  raising  wages. 

Finally,  the  economy  controls  individual  actions  by  limiting  consumer  demands 
to  what  one  can  afford  to  buy.  In  so  doing,  the  market  allocates  the  goods  and  ser- 
vices produced  to  those  who  have  purchasing  power.  It  forces  everyone  to  choose 
between  alternative  goods  and  services  to  conserve  their  income.  But,  in  addition, 
for  those  with  low  earning  power,  the  market  system  limits  their  participation  in 
both  production  and  consumption.  A market  system  distributes  output  according  to 
the  income  earned  by  people  or  according  to  a person's  wealth. 

IV.  Legal  Protection  of  Property  Rights  and  of  the  Right  to  Work 

In  a market  system  people's  economic  rights  to  own  property,  to  work  for  wages 
ora  salary  or  to  enter  into  market  exchanges  must  be  protected  by  law  or  custom. 

But  these  laws  also  have  the  effect  of  regulating  economic  activities,  thereby 
restricting  one  group's  rights  to  protect  another's.  Most  disagreements  over  govern- 
ment economic  policy  can  be  traced  to  disagreements  over  whose  rights  the  laws 
should  protect. 

It  is  often  claimed  that  government  laws  guarantee  individuals  complete  freedom 
to  own  property  and  to  buy  and  sell  labor  services  and  assets  is  the  best  guarantee 
of  efficient  allocation  of  scarce  resources.  For  example,  if  a qualified  worker  is 
barred  from  a job  because  of  his  color,  and  has  .to  take  a job  which  is  below  his 
skill  level,  our  labor  services  are  not  being  used  efficiently.  The  same  is  true  if 
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an  employer,  because  of  laws  or  union  rules,  cannot  fire  an  inefficient  employee 
and  hire  an  efficient  one  in  his  piace.  inefficiencies  also  arise  if  an  — ' 

individual  does  not  have  the  right  to  use,  and  to  buy  and  sell  his  property  in  the 
most  profitable  way,  or  if  he  cannot  do  so  because  the  law  does  not  protect  him 
by  enforcing  contracts. 

These  are  all  examples  of  the  way  restrictions  on  the  exchange  of  labor  ser- 
vices and  assets  interfere  with  efficient  resource  allocation.  Though  this  general i- 
(government  restrictions  reduce  efficiency) 
zation  is  often  true.Ajust  as  often  government  laws  restrict  people's  rights  to 

buy  and  sell  in  order  to  increase  efficiency.  When  we  examine  these  kinds  of  res- 
trictions, it  becomes  obvious  that  unfettered  economic  freedom  does  not  necessarily 
further  the  efficient  allocation  of  scarce  resources. 

For  example,  child  labor  might  benefit  certain  employers  and  parents  and,  with- 
out laws  against  it,  we  would  still  have  child  labor  today.  However,  restrictions 
on  child  labor  increase  economic  efficiency  by  keeping  children  in  school  where 
their  work  skills  are  increased.  Here  one  sees  the  difference  between  long-run 
and  short-run  calculations  of  efficiency.  In  the  short-run,  a child's  labor  adds 
to  total  production  but, with  no  time  for  education,  his  skills  will  increase  only 
slowly.  By  contrast,  the  educated  child  enters  productive  life  with  highly  developed 
skills.  The  contrast  can  be  made  very  clear  by  calculating  the  lifetime  earnings 
of  an  unskilled  worker  from  age  7 to  65,  and  contrasting  them  with  the  lifetime 
earnings  of  an  engineer,  or  doctor,  from  age  30  to  65. 

The  law  places  restrictions  on  property  when  the  state  condemns  a man's  land 
in  order  to  build  a freeway,  or  forces  a factory  to  install  costly  smog  control 
or  waste  water  treatment  devices.  In  each  instance,  the  restrictions  help  the 
market  system  to  operale  more  efficiently  than  would  be  the  case  without  the  restric- 
tion. 

We  can  conclude  that  a market  system  requires  that  (I)  people  work  for  wages 
and  salaries,  (2)  individuals  or  privately  owned  corporations  can  own  assets, 
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(3)  workers  and  property  holders  can  enter  into  contracts  about  the  use  of  their 
labor  or  assets.  Without  these,  you  can't  have  markets.  However,  the  government 
must  protect  these  rights.  The  previous  paragraphs  point  out  how  custom  or  laws 
restrict  one’s  freedom  to  work,  to  own  property  or  to  enter  into  contracts.  One 
object  of  economic  or  political  analysis  is  to  explore  whether  or  not  these  restric- 
tions promote  or  detract  from  efficiency  or  other  goals.  The  market  system  func- 
tions to  support  the  goals  and  values  of  those  with  market  or  political  power.  The 
system  works  under  an  elaborate  and  complex  set  of  laws  and  regulations.  If  these 
laws  are  to  promote  an  effective  market  system  in  a rapidly  changing  society,  then 
they  must  change  to  reflect  the  changing  needs  and  goals  of  the  society. 

V.  Why  the  Market  System  Works 

One  of  the  most  fascinating  things  about  our  market  system  is  the  fact  fhat  it 
wo‘rks.  How  can  the  countless  number  of  individual  buying  and  selling  decisions 
be  coordinated  so  that  producers  supply  what  people  want?  Why  can  you  go  to  an 
auto  parts  store  and  expect  to  find  a tail  light  for  a 1948  Ford,  or  Chevrolet,  but 
not  for  a 1948  Dodge  or  Pontiac?  Why  can  you  go  to  a shoe  store  and  expect  to 
find  this  year's  fashions  in  9 1/2  AAA  in  five  different  colors  but  not  last  year’s 
fashions  in  6 A in  basic  blue?  At  any  one  time,  the  market  system  makes  millions 
of  different  resources,  goods,  and  services  available.  At  the  same  time,  of  course, 
millions  of  other  things  people  want  are  not  available. 

The  exchanges  in  our  market  system  determine  what  is  and  is  not  available 
because  suppliers  respond  to  the  demands  of  buyers  and  because  buyers  respond  to 
what  suppliers  make  available.  If  enough  people  want  something  and  are  willing  to 
pay  a price  high  enough  so  that  a supplier  can  make  a profit,  that  item  will  be 
available.  Enough  people  want  1948  Ford  and  Chevrolet  tail  lights  to  make  it  pro- 
fitable to  produce  them.  The  same  is  not  true  for  1948  Dodge  or  Pontiac  tail 
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A supplier  will  also  produce  an  item  if  he  believes  that  ho  can  induce  enough 
people  to  buy  it  at  a price  which  will  make  a profit.  No  one  wanted  an  electric 
can  opener  until  someone  produced  it  and  put  on  an  advertising  ceimpaign  which  in- 
duced people  to  buy  it.  Suppliers  created  the  demand  for  many  of  the  hard  goods 
we  buy  today — garbage  disposals,  color  television,  patisseries,  etc. 

Whether  the  demand  is  created  by  the  consumer  or  the  supplier,  an  item  will 
only  be  produced  if  the  supplier  can  make  a profit.  If  he  cannot,  the  item  will 

not  be  available.  Ultimately,  the  supplier  knows  whether  the  consumer  wants  some- 
thing by  the  quantity  people  are  willing  to  buy  and  the  price  they  are  willing  to 
pay.  Prices  are  a kind  of  shorthand.  They  convey  most  of  the  information  a 
buyer  needs  to  decide  how  much  to  buy.  The  housewife  knows  how  much  satisfaction 
chuck  roast  or  orange  juice  win  give  her  family  and  the  price  permits  her  to 
calculate  the  alternative  cost  of  buying  one  thing  or  another.  Similarly,  for 
sellers,  the  price  gives  Information  about  consumer  demand.  Givon  the  price,  the 
producer  of  toasters  can  decide  whether  or  not  it  is  profitable  to  increase  his  out 
out  or  to  continue  to  make  toasters. The  price  tells  the  buyer  what  the  seller  is 
willing  to  take  for  the  item,  and  it  tells  the  seller  what  the  buyer  is  willing  to 
pay. 

The  Market  System  as  a Cybernetic  System 

Wo  still  have  not  described  how  the  market  decisions  of  millions  of  people 

result  in  the  efficient  allocation  of  resources,  but  the  clue  to  the  mystery 

was  suggested  in  the  following  passage  written  almost  two  hundred  years  ago  in 

The  Wealth  of  Nations,  ay  Adam  Smith. 

".  . .every  individual  necessarily  labours  to  render  the  annual 
revenue  of  the  society  a§  great  as  he  can.  He  generally,  indeed, 
neither  intends  to  promote  the  public  interest,  nor  knows  how  much 
he  is  promoting.  . .by  directing  that  industry' in  such  a manner 
as  its  produce  may  be  of  the  greatest  value,  he  intends  only  his  own 
gain,  and  he  its  in  this,  as  in  many  other  cases,  led  by  an  invisible 
hand  to  promote  an  .end  which  was  not  part  of  his  intention.  Ncr  is 
it  always  the  worse  for  the  society  that  it  was  no  part  of  it.  By 
pursuing  his  own  interest  he  frequently  promotes  that  of  the  society 
more  effectually  than  when  he  really  intends  to  promote  it.  I have 
never  known  much  good  done  by  those  who  affected  to  trade  for  the 
pub  I i c good. " 


If  each  of  us  would  buy  as  cheaply  as  possible  and  sell  at  the  highest  price 
we  could  get,  we  would  maximize  our  income.  The  magic  of  the  process  lies  in  the 
fact  that  in  miximizing  our  incomes,  we  strive  to  use  our  own  economic  resources 
efficiently,  and,  in  so  doing,  cause  all  economic  resources  to  be  used  efficiently. 
In  short,  by  working  to  maximize  our  own  incomes,  we  promote  an  end  which  no  part 
of  us  i ntended--the  most  efficient  allocation  of  economic  resources. 

When  all  economic  resources  are  used  with  the  greatest  efficiency,  total 
production  is  maximized.  By  maximizing  total  production  we  create  the  possibil- 
ity of  improving  the  economic  welfare  of  everyone  in  society.  Note  that  in  maxi- 
mizing total  production,  the  invisible  hand  does  not  insure  that  each  person's 
economic  well  being  will  be  increased. 

In  modern  jargon,  Adam  Smith  was  describing  the  economy  as  a cybernetic 
( s i gh-ber-NET- i ck)  system.  A cybernetic  system  is  one  which  is  automatically 
self  regulating.  In  the  process  of  carrying  out  its  function,  the  system  gener- 
ates information  which  the  system  uses  to  keep  itself  operating  correctly.  For 
example,  a thermostatically  controlled  heating  system  is  a cybernetic  system 
which  controls  the  heating  of  the  house  to  insure  th ?t  the  house  maintains  a 
conslant  temperature.  The  guidance  system  in  a missile  is  a cybernetic  system 
which  controls  the  mi ss i I e 1 s.  f I i ght  path. 

Each  of  us  is  a cybernetic  system,  and  our  bodies  contain  numerous  cyber- 
netic systems.  Our  body  temperature  maintenance  system  (very  similar  to  that  of 

a house)  is  a good  example.  The  brain  maintains  a constant  temperature  of  98.6° 
(thermostat).  The  body  has  nerves  which  sense  change  in  temperature  ( thermometer) 
and  send  this  information  to  the  brain.  If  the  signal  indicates  the  temperature 
is  above  98.6°,  the  brain  orders  cooling  processes  to  function;  if  below  98.6°, 
the  brain  orders  heating  processes  to  begin.  As  soon  as  the  body  is  the  right 

temperature,  the  nerves,  which  sense  heat,  stop  sending  signals,  and  the  body  is 

momentarily  in  a condition  of  temperature  equilibrium. 
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Any  cybernetic  system  has  four  basic  features.  First,  it  performs  a func- 
tion accordinq  to  some  standard  of  performance.  If  the  room  thermostat  is  set 
to  keep  the  room  at  70°  then  the  heatina  system  is  set  to  maintain  that  standard, 
a 70°  temperature  in  the  room.  Second,  the  system  qoes  through  some  process 
to  satisfy  this  standard.  In  the  case  of  the  house  heating  system,  the  furnace 
heats  the  house.  Third,  there  is  a measurement  device  which  generates  informa- 
tion which  it  uses  to  measure  the  operation  of  the  system.  The  thermostat 
measures  the  heat  of  the  room.  Finally,  there  is  a feedback  mechanism  by  which’ 
the  measurement  information  is  fed  back  to  regulate  the  process.  In  the  neater 
example,  when  the  temperature  falls  below  a selected  level,  the  heater  turns  on. 
When  the  temperature  is  restored  to  the  selected  level,  the  heater  turns  off. 

We  can  illustrate  this  system  by  use  of  a flow  diagram: 


The  market  system  operates  I i ke  a cybernetic  system  composed  of  numerous 
cybernetic  subsystems  (part i cu I ar  markets ) which  control  resource  allocation. 

At  any  given  time,  peoale  want  certain  goods  and  services,  and  because  businesses 
operate  to  make  the  most  possible  profit,  the  system  operates  to  produce  what 
people  went.  In  fact,  each  business  firm  can  be  considered  a cybernetic  system 
in  business  to  maximize  profits.  The  standard  of  performance  used  by  the 
business  is  a certain  rate  of  profit.  The  process  is  production  and  sales,. 
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the  measurement  is  the  accounting  procedures  used  to  determine  profits.  If  pro- 
fits are  higher  than  the  standard,  the  firm  will  continue  production  and  will  pro- 
bably increase  output;  if  profits  are  lower  than  the  standard,  the  firm  will  reduce 
production  and  if  they  fall  below  some  minimum  standard  for  a certain  period  of 
time,  the  firm  will  either  sell  out  or  qo  into  some  other  line  of  production. 

Likewise,  buyers  operate  as  a cybernetic  system.  Their  purpose  is  to  maximize 
satisfaction  with  a given  amount  of  income.  The  process  they  engage  in  is  buying; 
the  process  of  consumption  creates  satisfaction  which  the  consumer  measures  against 
the  cost  of  the  things  consumed.  If  prices  change,  consumers  change  their  buying 
decisions  to  try  to  get  more  satisfaction. 

When  buyers  and  sellers  are  all  acting  according  to  some  standard  of  perfor- 
mance to  maximize  their  gain  from  some  exchange,  then  the  market  is  itself  a cyber- 
netic system.  The  competition  of  buyers  and  sellers  in  a market  causes  the  price 
of  the  product  to  fluctuate  to  bring  about  a balance  between  the  amount  supplied 
and  the  amount  demanded.  If  prices  rise  because  of  an  increase  in  demand,  then 
more  is  produced.  If  prices  fall  because  of  a drop  in  demand,  then  less  is  produced. 
Thus,  the  changes  in  prices  cause  suppliers  to  change  the  amount  they  produce  and 
this  means  a reallocation  of  resources  to  conform  to  consumer  demand. 

To  repeat,  because  it  is  important,  the  whoie  market  system  is  considered  a 
cybernated  system  in  which  the  information  is  conveyed  by  the  prices  which  are  placed 
on  resources,  goods,  and  services.  Every  individual  in  the  system  receives  infor- 
mation in  the  form  of  price,  and  sends  out  orders  in  the  form  of  decisions  to  buy  and 
to  sell.  The  changes  in  prices  resulting  from  these  orders  to  buy  and  sell  produce 
new  information  in  the  form  of  new  prices,  and  thus  the  system  has  a constant  feed- 
back of  i nformat ion.  In  the  process  of  responding  to  prices  by  buying  or  not  buying 
goods  and  services,  the  consumer  conveys  information  to  the  producer  who  then  changes 
his  production  or  his  prices  and  sends  this  new  information  to  the  consumer  who 
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responds  anew.  The  process  is  circular  and  continual  . The  economy  is  a social 
organization  that  receives  and  generates  information  in  the  form  of  prices  and  res- 
ponds to  this  information  by  producing  those  goods  and  services  that  satisfy  the  wants 
of  the  people  making  up  the  society. 

Production  and  consumption  are  organized  in  response  to  market  decisions.  For 
example,  if  10,000  male  consumers  want  a new  suit  and  are  willing  to  pay  $7 5, 

then  Mr.  X who  owns  a clothing  factory  will  make  suits  in  this  price  range  if  he 

can  do  so  profitably.  He  will  calculate  how  much  he  can  pay  for  the  capital,  raw 
material,  and  labor  needed  to  make  the  suits. 

Mr.  X will  then  respond  to  the  price  of  money  he  must  borrow  (interest),  to 
the  price  of  the  labor  he  must  hire  (wages),  and  to  the  price  of  machines  he  must 
buy  (cost  of  capital),  and  to  the  prices  of  the  raw  materials  which  go  into  the 
suits.  If  he  can  purchase  all  the  factors  of  production  and  still  make  the  suits  for 
less  than  $75,  he  will  make  them  and  in  so  doing  respond  to  a consumer  want  which 
was  conveyed  to  him  by  the  price  of  suits.  The  people  Mr.  X must  borrow  money 
from  to  buy  his  capital  equipment,  the  people  who  will  sell  him  raw  materials,  and 

the  people  who  will  work  for  him,  all  respond  to  the  prices  Mr.  X offers.  Each 

link  in  the  want  satisfaction  chain  is  made  by  the  market  system.  Wants  are  made 

known  by  the  consumer’s  willingness  to  buy  something  at  a particular  price.  The 

inputs  of  land,  labor,  and  capital  are  decided  on  according  to  price.  Outputs 

are  priced  to  sell,  anc  people  buy  in  response  to  price.  Thus,  the  what,  how, 

how  much,  and  for  whom  decisions  are  made  on  the  basis  of  the  price  of  all  inputs 
of  land,  labor  and  capital,  and  the  outputs  of  goods  and  services. 

Assessing  the  Effectiveness  of  the  Market  System 

Adam  Smith  was  optimistic  about  the  ability  of  the  invisible  hand  of  the 
market  to  automatically  allocate  resources  to  maximize  economic  efficiency  and  to 
satisfy  consumer  demand.  His  optimism  was  based  on  his  analysis  o'  highly  competitive 
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markets . in  t'1'  ncx;  ch  aster  you  I I rcc  that  when  there  are  many,  many  sma ! I 

prooucers  compel'  i ng  to  sell  their  output  to  many  small  buyers,  market  bargaining  has 

< 

the  effects  Smith  predi cied.  This  is  because  se II ers  must  conform  to  consumer 
dcmpr.d  or  go  o:  ness.  In  addition,  they  must  constantly  try  to  increase 

profits  by  fir, cinq  more  efficient  production  methods  or  more  satisfying  products. 

But  producers  cannot-  make  larg'  profits  for  long,  because  these  high  profits  will 
attract  competitors  who  wiil  :ncrease  the  market  supply,  thereby  forcing  down  prices 
and  profits.  The  result  of  thii  competition  is  that  producers  try  their  hardest 
to  be  efficient  and  1o  ir.r.ovare,  bu'l  when  they  do  they  attract  new  compot i tors  whose 
competition  forces  ;•  rof  I t."  down  aoain.  It’s  a Cybernet  ic  system — on  aggravating 
world  for  producers,  but  a great  ,one  for  consumers. 

Obvic.sl'  , produ_  rs  don't  like  such  competitive  conditions  end  fheir  natural 
t.  •'dor'C/  is  ~o  try  to  reduce  compcti  ! ion.  Some  lucky  producers  can  protect  thoir 
prof’i  pr,  si  lion  h/  s+'yinq  ore  s iep  ahead  of  the  pack — a 1 ways  being  the.  first  so 
tint  th-y  xT-ifl,; . I / we.'.i  I.  on  profits.  Competit  scmeMm.es  can  ercape  competi- 
tion by  fot.nir.  ■ i vio  s ‘ 1 i arc's  with  competitors  or  by  buying  out  competitors.  We 
bill  sec  : , ..  c.h...t>-  z . c.r,, ' ibat  fer  many  macs  product  .’on  industries  today,  if. 
is  ir..  ,os.'.  ir<|(>  or  !'  e t.-  n.er.y  producers  because  the  rose  efficient  level  cf 
operation  is  s.  . ar<  ,v  'luaf  v.  relatively  sma  I i number  ot  producers  can  supply  the 
vno!  C n.n.  k.  I . 

1 :.n  big  q . r is.  »•,*.?  i harpers  to  market  a J location  "v,;n  the  supply  side  or 
the  du.ncc  s i d,  of  f'.e  .mr.rkw  r is  dominated  by  one  or  a small  n wmler  of  suppliers. 

Tor  instance.  ..i.o'icr:  c-'  n restrict  supply  and  tnus  keep  the  pMco  up.  In  addi- 
tion, ,hcy  m.y  no  I-  hev . to  ir, novate  to  koap  alive,  or  they  can  spend  money  on  advor- 
Tisino  to  mold  cor, sum''  demand.  How  accurately  does  the  compel  i.ive  model  describe 
our  economy?  How  many  markets  in  the  U.S.  are  dominated  by  big  suppliers  or  buyers? 
How  does  this  kind  of  market  nov/er  affect  resource  allocation?  These  are  the  ques- 

-36- 


33 


The  next  two  chapters  go  into  greater  detail  to  describe  Adam  Smith's  competi- 
tive markets  as  well  as  monopoly  markets.  Then  the  remaining  chapters  and  readings 
in  this  unit  describe  actual  competitive  conditions  and  provide  case  studies  to 
permit  you  to  compare  the  model  markets  with  real  market  competition. 


CHAPTER  10 


ECON  12  Text 
UNIT  II 

PRICE  DETERMINATION 
IN  A COMPETITIVE  MARKET 

The  next  three  chapters  elaborate  on  the  generalizations  just  made 
by  describing  in  more  detail  the  cynernetic  operation  of  markets.  We 
will  prove  that  perfect  competition  brings  about  perfect  use  of  scarce 

' t"  . 

resojrces  to  satisfy  existing  consumer  demand  (what  people  with  money 
want  to  buy).  We  will  do  this  by  constructing  and  analyzing  a model  of 
a perfectly  competitive  market.  The  model  will  permit  us  to  explain  and 
predict  how  prices  and  quantity  sold  are  determined  in  a competitive  market 
and  how  changing  demand  and  supply  conditions  make  prices  change  which  in 
turn  force  producers  to  rake  decisions  about  what,  how  and  how  much  to 
produce.  We  will  then  show  that  perfect  monopoly  also  operates  like  a 
cybernetic  system,  but  that  in  this  case  the  system  automatically  allocates 
resource.:  to  maximize  the  monopolist's  profits  rather  than  to  maximize 
consumer  satisfaction. 

Tie  models  developed  in  these  chapters  are  not  physical  objects — like 
a model  city,  or  a model  airplane  whose  operation  can  be  tested  in  a wind 
tun-c!.  Ratiier,  they  are  made  out  of  words  (which  we  will  convert  into 
a diagram).  More  accurately,  the  first  model  is  made  up  of  a careful 
definition  of  the  meaning  of  a "perfectly  competitive"  market.  This 
definition  states  the  attributes  of  the  market — assumptions  about  what 
a perfect  market  is  and  rules  about  how  market  participants  behave.  We 
will  use  this  precise  definition  of  a perfectly  competitive  market  to 
predict  how  competition  batween  buyers  and  sellers  will  set  price  and  amount 
sold  and  what  happens  to  make  pri as*  change.  Likewise,  the  perfect 
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monopoly  model  consists  of  a definition  of  the  conditions  of  perfect 
monopoly.  The  models  are  useful  because  we  can  figure  out  logically 
how  compeMtion  works  in  these  two  "perfect"  cases.  This  will  permit 
us  to  draw  conclusions  about  the  effect  of  competition  and  of  lack  of 
competition  on  resource  allocation.  Even  more  important,  working  with 
the  model  markets  gives  Insights  and  a method  of  analysis  which  (s 
extremely  useful  for  studying  the  conduct  and  performance  of  real  markets 
iater  in  this  unit. 

A word  of  caution.  What  we  will  be  doing  is  fairly  easy  to  follow 
as  long  as  you  go  along  with  the  rules  of  model  building.  The  analysis  is 
a ddmonstration,  a proof  of  how  competition  works  under  perfect  conditions. 
For  you  to  be  able  to  follow  the  reasoning,  it  is  essential  to  use  the 
definitions  of  market,  supply,  demand,  etc.  which  we  introduce.  All  con- 
clusions are  drawn  from  these  definitions.  If  you  know  them,  you  should 
have  no  trouble  following  the  reasoning.  If  you  don’t,  you  won’t  under- 
stand why  we  say  that  certain  things  are  true.  It's  like  playing  any 
game.  In  football,  for  instance,  there  are  rules  of  the  game  and  functions 
which  different  players  are  supposed  to  serve.  You  can  only  understand 
the  plays  if  you  know  the  rules. 

!•  Market  Defined 

Most  people,  if  asked  what  a market  is,  would  say  that  it  is  a place 
where  things  are  bought  and  sold.  If  asked  to  name  some  markets,  they 
might  think  of  a supermarket,  a produce  market  or  the  stock  market.  Such 
answers  are  not  incorrect  because  the  word  has  been  used  to  mean  market 
place  for  centuries.  In  the  history  of  our  own  western  culture,  the  market 
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and  the  church  have  always  been  the  two  main  centers  of  social  life,  in 
the  middle  ages,  each  town  had  its  market  square  wViere  farmers.  Tradesmen 
and  merchants  set  up  stalls  and  sold  their  wares.  If  you  were  to  visit  the 
old  cities  and  towns  of  Europe  of  South  America,  you  would  see  the  central 
position  of  the  markets,  and  very  often  you  might  still  see  them  filled 
with  farmers  and  tradesmen,  as  they  have  been  for  centuries. 

For  purposes  of  the  model  we  develop  in  this  chapter,  and  in  general 
in  economics,  a MARKET  is  defined  as  the  total  nufffcer  of  buyers  and  sellers 


parts  of  this  definition.  First,  a market  is  made  up  of  people — all  the 
buyers  and  sellers  of  a particular  good  or  service.  Second,  by  a I I the 
buyers  and  sel  lers  we  mean  a I I those  who  compete  to  sel  I or  buy  and  by  ttiis 
competition  affect  the  price  or  the  amount  exchanged. 

Equating  a market  with  a market  place,  while  accurate  in  earlier 
times,  is  inaccurate  today  because  there  is  seldom  a centralized  place  of 
exchange  where  all  of  the  buyers  and  sellers  of  a commodity  gather  to 
make  transactions.  Today,  in  the  U.S.,  there  is  no  market  place  for  most 
important  markets;  however,  we  can  classify  markets  according  to  the 
geographic  extent  of  the  market. 

The  geographic  boundaries  of  the  market  depend  on  the  nature  of  the 


of  a particular  good  or  service  who,  by  their  compet i t io,-.  .A^Jt^rroine  the 
price  and  quantity  sold  of  the  good  or  service. 


product  and  the  location  of  the  people  who  compete  in  buying  and  selling 
it.  For  some  goods  there  is  a local  market,  for  some  there  is  a national 
market,  for  some  an  international  market. 


Typical  markets  in  our  own  economy  which  seem  +o  have  a location  are 


tho  stock  market,  the- commod i ty  markets,  wholesale  garment  markets  and 
retail  markets  tor  the  commodities  we  consume  in  our  households.  At  first 
glance  one  might  think  that  the  New  York  Stock  Exchange,  where  corporate 
stocks  are  traded,  has  a definite  geographical  location.  This,  however, 
is  not  the  case,  for,  even  though  all  of  the  transactions  are  made  on  the 
"floor"  of  the  Exchange,  the  actual  buyers  and  sellers  are  spread  all  over 
the  world. 

The  same  is  true  of  commodity  markets  where  the  staple  farm  products 

i 

and  the  major  industrial  raw  materials  are  traded.  Buyers  and  sellers  of 
wheat,  cotton,  corn  and  coffee  and  of  hemp,  rubber,  copper,  cobalt  and 
castor  oil  might  be  anywhere  in  the  world.  Examples  of  local  markets  are 
markets  for  such  things  as  fresh  food  and  for  personal  services;  but  even 
in  these  examples  it  is  difficult  to  determine  precise  geographic  bound- 
aries, because  the  price  of  the  product  Is  affeci  -d  to  seme  extent  by 
buyers  and  sellers  of  the  product  In  other  local  markets  for  the  product. 
In  order  to  understand  how  buyers  and  sellers  in  competition  establish 
prices  and  quantities  sold,  we  need  to  examine  both  supply  and  demand 
separately. 

I I . Market  Demand 

We  are  about  to  develop  a model  of  a market  which  we  can  use  to  pre- 
dict the  effect  of  market  competition  between  buyers  and  sellers — how  this 
competition  determines  the  price  and  quantity  sold.  We  will  start  by 
dividing  the  market  into  a demand  side  and  a supply  side  of  the  market.  In 
the  model,  market  demand  has  a special  meaning  and  the  definition  must  be 
abided  by  when  used  in  describing  the  model  market. 
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Marke t Pern and,  A Def ini tion 


The  demand  side  of  a market  is  made  up  of  all  of  the  people  who  want 
to  buy  a commodity  at  some  price.  MARKET  DEMAND  for  the  commodity  is  the 
relationship  between  the  price  of  the  commodity  and  the  amount  which  buyers 
will  buy  on  a certain  day.  It  summarizes  buyer's  willingness  to  buy  at 
d i f ferent  pri ces . 

Be  careful  with  this  definition.  Market  demand  is  not  one  number 
representing  the  amount  bought  on  a particular  day  (5000  bushels  of  wheat 
at  $2.50  per  bushel).  It  is  a relationship  between  the  possible  prices 
of  the  commodity  and  the  amount  people  would  buy  at  each  price  (if  the  price  is 
$1.50  per  bushel,  buyers  would  buy  10,000  bushels,  if  the  price  is  $3.00, 
they  would  buy  4000  bushels,  etc.).  The  existence  of  this  relationship 
between  price  and  quantity  demanded  means  that  people  will  • want'  fo  buy 
different  amounts  at  different  prices.  The  quantity  demanded  by  buyers 
depends  on  the  price — generally,  the  higher  the  price,  the  less  people  will 
be  willing  to  buy . 

Another  caution.  Demand  is  not  the  same  as  desire.  If  people  will 
not  pay  or  cannot  pay  to  buy  the  item,  they  are  not  part  of  the  market. 

Their  desire  cannot  be  reflected  in  the  price-quantity  demand  relationship, 
because  at  any  price,  the  amount  they  wil I buy  is  zero.  Thus,  market  demand 
means  effective  demand — the  amount  people  will  pay  for  at  each  price.  The 
old  English  saying,  "If  wishes  were  horses,  beggars  would  ride"  reflects 
this  reality  of  the  market  because,  in  a market  world,  people  cannot  demand 
something  unless  they  can  pay  for  it. 
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Market  Demand  Schedule.  Market  demand  for  a product  can  be 
described  by  a table  called  a MARKET  DEMAND  SCHEDULE,  which  lists  the 
prices  and,  next  to  each  price,  the  quantity  which  people  will  buy  at 
that  price.  Table  I gives  a hypothetical  market  demand  schedule  for 
skateboards  in  the  days  (a  few  years  back)  when  skateboarding  was  a 
national  fad.  By  the  way,  in  this  case,  we  wiil  assume  that  there  is 
a national  skateboard  market — that  is,  all  of  the  producers  in  the 
country  compete  with  each  other.  This  is  realistic,  because  it  is 
relatively  easy  to  make- skateboards  and  because  transportation  costs 
are  low.  Thus  local  furniture  or  carpentry  businesses  could  be  making 
and  distributing  skateboards  locally  along  with  manufacturers  who  sell 
throughout  the  country. 

Table  I 

Market  Demand  for 
Skateboards  in  the 
U.S.A.,  August  10,  1968 


Price 

Quantity 

Demanded 

per  week  (in  1 000* s) 

.$  6.00 

420 

8.00 

380 

, 10.00 

340 

12.00 

300 

14.00 

260 

16.00 

220 

18.00 

180 

20.00 

140 

22.00 

100 

24.00 

60 

Diagram  I 

Market  Demand  for  Skateboards 
August  10,  196? 
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The  table  shows  consumer  preferences  for  skateboards  on  August  10,  1968, 
throughout  the  whole  U.S.A.  Consumers  will  buy  $420,000  skateboards  per 
week  if  the  price  is  $6.00.  They  will  buy  only  60,000  per  week  if  the 
pr'ce  is  as  high  as  $24.00;  they  will  buy  180,000  boards  per  week  if  the 
price  is  $18.00.  The  table  does  not  tell  how  much  will  be  bought,  because 
we  don't  know  the  price,  but  it  describes  how,  on  that  day,  quantify 
demanded  is  related  to  price.  It  is  a model  of  the  demand  side  of  the 
market,  because,  if  we  know  the  price,  we  could  predict  how  much  would 
be  sold. 

Market  Demand  Curve.  The  graph  to  the  right  of  the  demand  schedule 
shows  the  data  from  the  table  plotted  on  an  arithmetic  line  graph.  This 
DEMAND  CURVE  is  another  way  of  representing  the  pri ce-quan i ty  relationship 
which  describes  market  demand.1  Note  that  both  the  schedule  and  the  curve 
give  the  same  information.  If  you  read  the  row  in  the  table  where  price 
is  listed  as  $10.00,  you  will  note  that  people  will  buy  340,000  skateboards 
at  that  price.  Likewise,  point  "a"  on  the  demand  curve  shows  how  much 
people  will  buy  when  the  price  is  $10.00-340,000  skateboards  per  week. 

Thus  the  market  demand  price-quantity  relationship  can  be  shown  as  either 
a demand  schedule  (table)  or  a demand  curve. 

Notice  that  in  *rhr  line  graph,  price  is  measured  on  the  vertical 
axis  and  that  uanfity  demanded  is  measured  cn  the  horizontal  axis. 

This  is  always  the  case;  we  will  always  use  the  horizontal  axis  for 
quantity,  the  vertical  axis  for  price.  A demand  curve  is  constructed 
from  a demand  schedule  by  plotting  r,  point  for  each  related  price  and 
quantity  (for  each  rew  in  the  demand  schedul-  -.  The  distance  from  the 

*The  demand  line  graph  is  called  a "curve"  whether  it  is  straight, 
curved,  a series  of  angles.  This  is  just  a convection  of  mathematicians 
which  wo  don't  want  to  violate. 

40 
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vert i ca j v ax i s axis  over  to  the  curve  equals  the  quantity  (for  point  "a" 
on  the  curve,  this  is  340,000).  The  distance  from  the  horizontal  axis 
up  to  the  curve  represents  the  price  (for  point  ;,a"  this  is  $10.00). 

By  connecting  the  points  for  each  price  and  quantity  pair,  we  get  the 
demand  curve.  (For  more  information  about  line  graphs — how  they  are 
constructed,  how  to  read  them,  eic.,  see  Program  4 in  the  Unit  II  workbook.). 

Later  on  in  this  chapter  you  will  see  that  representing  demand  as.  a 
curve  will  be  especially  useful  in  deriving  a market  model,  but  even  now 
you  should  see  that  the  curve  gives  at  a glance  important  information  about 
the  nature  of  the  price-quantity  relationship.  It  shows,  for  Instance, 
that  as  price  gets  higher,  quantity  demanded  gets  smaller.  There  is  a 
negative  relationship  between  price  and  quantity  demanded. 

The  Negative  Influence  of  Price  on  Quantity  Demanded 

For  most  goods  and  services  quantity  demanded  is  negatively  related 
to  price.  That  is,  people  tend  to  buy  less  of  a commodity  if  the  price 
increases.  Your  own  experience  should  tell  you  that  this  is  so.  Otherwise, 
merchants  would  not  have  sales  or  lower  prices  to  entice  customers  into 
their  store  and  away  from  competitors.  For  instance,  butchers  know  that 
some  housewives  who  will  not  pay  $1.35  per  pound  for  sirloin  steak,  wi i I 
buy  when  steak  is  on  a "special"  for  $1.00  per  pound. 

This  negative  relation  between  the  amount  people  will  buy  of  a pro- 
duct and  it!s  price  can  be  explained  by  two  facts  of  life:  (I)  people 

have  a limited  amount  of  money  to  spend  and  they  must  maFe  choices  about 
what  to  buy;  and  (2)  as  a person  consumes  larger  and  larger  amoi  nts  of 
the  same  thing  (cardy,  movies,  cars)  consuming  additional  amounts  gives 
less  and  less  additional  satisfaction.  People  are  forced  to  budget  their 
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purchasing  power  to  get  the  most  satisfaction  they  can  from  their  purchas- 
ing power  and  in  this  budgeting  process  they  juggle  tvAO  attitudes  about 
consumption.  On  the  one  hand,  the  tenth  steak  consumed  during  a week 
gives  less  satisfaction  than  the  first  steak.  On  the  other  hand,  there 
are  many  more  things,  in  addition  to  steak,  which  a person  wonts  to  buy 
that  he  cannot  afford.  Under  these  circumstances,  prices  of  commodities 
are  important.  If  we  are  using  alot  of  steak  (or  bread)  we  will  not  buy 
more  unless  the  price  drops,  because  there  are  other  things  which  will 
give  more  satisfaction  per  dollar  spent.  If  steaks  are  too  expensive  for 
someone  to  buy,  when  the  price  falls,  they  may  be  able  to  afford  to  buy 
steak  instead  of  hamburger. 

The  Substitution  Effect  of  Price  Changes.  Price  changes  affect 
consumer  choices  about  how  much  of  a thing  to  buy,  because  people  sub- 
stitute one  thing  for  another  as  prices  change.  Because  we  can  almost 
always  find  substitutes  for  a commodity  if  its  price  goes  too  nigh,  the 
quantity  demanded  will  be  inversely  related  to  its  price.  With  every  rise 
in  the  price  of  a commodity,  some  people  will  buy  less  of  the  commodity 
and  will  satisfy  their  wants  with  substitute  commodities.  With  every  fall 
in  the  price  of  a commodity,  some  people  will  be  willing  to  purchase  more 
of  the  commodity  and  use  it  as  a substitute  for  something  which  they  have 
been  consuming. 

The  existence  of  many  commodities  which  can  be  substituted  or  one 
another  requires  us  to  choose  what  we  will  consume.  The  need  tc  choose 
makes  us  sensitive  to  prices.  When  the  price  of  a good  falls,  wo  tend 
to  buy  less  of  substitute  commodi ties , and  when  the  price  rises,  we  buy 
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more  of  cheaper  substitutes,  for  instance,  when  gasoline  prices  drop. 


commuters  might  use  their  cars  more  and  the  trains  less.  When  the  price 
of  butter  increaes,  people  tend  tc  buy  less  butter  and  more  margarine 
than  they  did  before.  The  prices  of  commodities  allow  us  to  calculate 
their  real  cost  in  terms  of  substitute  commodities  and  thus  to  make  our 
decisions  as  to  what  we  will  purchase. 

Price  Responsiveness  of  Quantity  Demanded 

Generally  speaking,  the  more  substitutes  there  are  for  a commodity, 
the  more  sensitive  buyers  are  to  price  changes.  For  instance,  because  one 
vegetable  is  a substitute  for  another,  the  quantity  demanded  of  any  one 
type  changes  alot  when  pri  *o  changes.,  The  out-of-season  price  of  asparagus 
is  usually  high  so  that  few  people  buy  fresh  asparagus  except  in  season 
when  the  price  is  low.  On  the  other  hand,  when  an  important  rock  band 
gives  a concert,  not  only  is  the  concert  sold  out,  but  people  are  willing 
to  pay  almost  any  price  to  attend. 

The  market  demand  schedule  or  curve  for  a product  permits  us  to 
measure  how  responsive  quantity  demanded  is  to  price  changes.  In  Diagram  2 
two  hypothetical  demand  curves  are  drawn  together  on  the  same  graph,  the 
market  demand  for  beer  and  for  milk.  Which  commodity  would  you  say  shows 
quantity  demanded  as  more  sensitive  to  price  changes? 
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Diagram  2 

Market  Demand:  Milk 

And  Beer 


You  should  be  able  to  see  at  a glance,  from  the  steepness  of  the 
two  curves,  that  quantity  demanded  of  beer  is  more  responsive  to  the 
price  of  beer  than  is  the  quantity  demanded  of  milk.  The  beer  market 
demand  curve  is  shallower.  Beer  prices  renge  from  30 <t  to  50 € and  beer 
demanded  ranges  from  20,000  to  120,000  quarts  per  day.  On  the  other 
hand,  milk  prices  range  from  1 0<£  to  60<£,  but  milk  demanded  ranges  from 
only  60,000  to  110,000  quarts  per  day.* 


O 
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The  slope  measures  the  ratio  of  the  change  in  the 

variable  measured  on  the  vertical  axis  to  the  change  in  the  variable 

measured  on  the  horizontal  axis.  The  slope  is  this  ratio  expressing 

the  rate  of  change.  Thus,  the  rate  of  change  in  beer  prices  per  unit 

change  in  quantity  of  beer  demanded  is': 

50  - 30  = 20  _ | -.0002 

20  000  - <20.000  . , -100,000  ' “.,5000  . ...  . . . . 

The  rate  of  change  in  milk  prices  per  unit  change  in  quantity  demanded  is 

60-10  =50  = - I -.001 

60,000-  110,000  -50,000  ' 1000 

The  slope,  or  rote  of  change  in  the  price  of  beer  p6r  unit  change  in  qua 
tity  demanded  is  smaller  than  the  slope  for  milk.  Under  certain  circum- 
stances, such  as  tfjpse  here,  you  can  comoare  the  demand  curve  shapes  to 
compare  price  respbns i veness  of  quanity  demanded.  (This  starts  getting 
you  into  graphic  analysis.  If  you  feel  uncomfortable  about  the  graphs 
and  the  ideas  of  slope,  see  Program  4 on  Line  Graphs,  Unit  II  Workbook.) 
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Elasticity  of  Demand.  Economists  measure  price  responsiveness  ot 


quantity  demanded  by  measuring  the  ELASTICITY  of  market  demand.  The 

elasticity  of  demand  for  a product  is  the  ratio  of  the  percentage  change 

in  quantity  bought  to  the  percentage  change  in  price. 

Elasticity  of  demand  = % change  in  quantity  demanded 

% change  in  price 

For  instance,  assume  that  the  price  of  pop  records  increases  by  10$  and 

the  quantity  of  records  sold  drops  by  5%.  Then  the  elasticity  of  demand 

-5$ 

for  pop  records  is  or  -.5.  . 

When  the  quantity  demanded  of  a commodity  is  highly  sensitive  to 
price  changes  we  say  that  the  good  has  an  ELASTIC  DEMAND.  For  instance, 
the  demand  for  sports  cars  is  usually  elastic — highly  price  responsive. 

Few  such  cars  will  be  bought,  but  a small  percentage  change  in  price  will 
bring  about  a relatively  large  percentage  change  in  quantity  sold.  Let’s 
say  a 5%  drop  in  the  price  of  a Masserati  increases  quantity  sold. by  40$. 
The  elasticity  of  deman  is  40  = -4.  Demand  is  elastic  whenever  the 

ratio  is  greater  than  I,  that  is,  whenever  a certain  percentage  change 
in  price  brings  about  a I a rqe  r percentage  change  in  quantity  demanded 
(in  the  opposite  direction,  of  course.) 

On  the  other  hand,  when  quantity  demanded  does  not  respond  much  to 
a price  change,  demand  is  INELASTIC.  If  the  price  of  milk  drons,  people 
will  not  increase  the  amount  bought  by  as  large  a percentage  end  if  the 
price  increases,  people  will  not  reduce  milk  purchases  by  very  much. 

Demand  for  milk  is  inelastic;  +;,e  elasticity  of  demand  ratio  will  be  less 
than  one.  Let's  say  that  a 5$  price  drop  in  milk  brings  about  a 1$  in- 
crease in  quantity  of  milk  demanded.  The  elasticity  of  demanc  for  milk  is 


\%/'5%  or  -.2.  We  can  make  the  following  generalization  about  price  respon- 
siveness— elasticity — of  demand. 

ELASTIC  DEMAND  ' % CHANGE  IN  QUANTITY  DEMANDED  PRICE  RESPONSIVE 
, % CHANGE  IN  PRICE 

INELASTIC  DEMAND  % CHANGE  IN  QUANTITY  DEMANDED  UNRESPONSIVE 

% CHANGE  IN  PRICE  TO  PRICE 

CHANGES 

Predicting  Demand  Elasticity.  Why  is  the  demand  for  sports  cars  elastic 

and  the  demand  for  milk  inelastic?  is  it  possible  to  predict  whether  or  not 

t 

demand  is  elastic  and  why  would  you  want  to? 

It  is  quite  easy  to  predict  accurately  how  responsive  consumers  are 
to  price  changes  of  a particular  good,  and  you  will  see  that  it  is  very 
useful  information  for  a businessman  trying  to  operate  successfully  in  a 
market.  The  explanation  has  to  do  with  substitutes  and  money. 

Normally,  you  can  predict  the  elasticity  of  demand  for  any  commodity 

) . 

in  its  usual  price  range  by  answering  the  following  quwtions: 

1.  Is  the  good  or  service  a physical  or  social  necessity  of  life? 

2.  Are  there  close  substitutes  available? 

3.  Do  most  buyers  have  to  pay  what  they  consider  a lot  for  the 
commodity? 

Generally  speaking,  commodities  have  an  inelastic  demand  if  they  are  either 
necessities,  or  if  they  cost  a small  proportion  of  what  buyers  have  to 
spend,  or  if  they  have  no  close  substitutes.  By  contrast,  commodities  have 
an  elastic  demand  if  they  are  luxuries,  cost  a large  proportion  of  what 
buyers  have  to  spend,  have  close  substitutes. 

What  gets  classified  as  elastic  or  inelastic  varies  between  societies 
and  often  within  societies,  mainly  because  of  differences  in  the  Income 
level  of  the  people.  In  most  societies,  basic  shelter,  fuel  and  basic  food 
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and  clothing  items  have  an  elastic  demand.  However,  in  the  United  States 
automobiles  and  some  electric  appliances  have  inelastic  demand  because  they 
have  become  ne  4 ities,  while  in  most  of  the  world  the  demand  for  these 
things  is  elastic. 

Elasticity  of  Dematyd  for  a Product  at  Different  Prices.  For  almost 
any  commodity,  demand  is  elastic  at  relatively  high  prices  and  inelastic  • 
at  relatively  lew  prices.  Medicines  offer  very  good  examples  of  such 
commodities.  They  are  a good  example  because  often  a new  drug  is  initially 
high  priced,  and  the  price  falls  for  various  reasons.  Penicillin  hod  this 
development.  The  drug  for  high  blood  pressure,  reserpino,  was  so  expensive 
when  it  first  appeared  that  most  people  who  suffered  from  high  clood  pres- 
sure could  not  afford  it.  The  drug  was  a luxury  with  an  inelastic  demand, 
for  the  quantity  sold  increased  rapidly  as  the  price  fell.  At  present  the 
orice  is  low  enough  so  ihat  almost  everyone  who  needs  the  drug  con  afford 
it.  Any  further  fall  in  the  price  would  lead  'to  only  a small  increase  in 
quantity  demanded;  the  demane  is  inelastic  at  low  pricer.. 

There  are  also  examples  of  a change  In  the  elastic!  1/  o'  i-v  ,nd  for  a 
product.  This  often  occurs  when  good  subsl ituos  for  a commodity  become 
available.  For  instance,  before  the  invention  of  the  sewing  machine,  hand- 
made shoes  were  a necessity  and  large  changes  in  price  had  liitle  effect  on 
demand.  Now  they  are  a luxury  with  an  elastic  demand  because  cheaper 
shoes  are  available  for  purchase. 

Summa ry 

The  demand  side  of  a market  is  made  up. of  all  the  buyers  of  the  good 
or  service.  Market  demand  for  a commodity  is  a price-quantity  relationship 
stating  the  amount  of  the  commod i ty  which  will  be  bought  at  each  possible 


price  on  a given  market  day.  Market  demand  for  a good  or  service  can  be 
described  by  a market  demand  schedule  or  a demand  curve  which  is  a model 
of  the  demand  side  of  the  market  on  a particular  day. 

The  relation  between  price  and  quantity  demanded  is  ntgative.  That 
is,  people  tend  to  buy  more  of  most  goods  or  services  at  lower  prices. 

The  demand  for  some  goods  and  services  is  more  sensitive  (responsive)  to 
price  than  for  other  products.  If  demand  is  sensitive  to  a change  in  price 
demand  is  elastic;  if  it*  is  insensitive,  demand  is  inelastic.  Elasticity 
of  demand  of  a good  or  service  depends  on  three  things:  I)  the  need  for 

the  good;  2)*fhe  number  of  substitutes  for  it;  3)  the  cost  of  it  as  a 
percent  of  what  people  have  to  spend. 

Although  goods  and  services  can  be  classified  according  to  whether  or 
not  demand  is  elastic  or  inelastic,  it  is  also  true,  that  for  almost  any 
good  or  service,  demand  will  be  elastic  if  the  price  is  high  enough,  and 
demand  will  be  inelastic  at  very  low  prices. 

III.  Supply 

Market  Supply:  A Definition 

Just  as  a market  demand  schedule  shows  the  amount  of  a commodity  which 
will  be  demanded  at  each  .price,  so  the  MARKET  SUPPLY  SCHEDULE  shows  the 
quantity  of  a commodity  which  will  be  supplied  at  each  price.  Buyers  tend 
to  buy  more  of  a commodity  at  lower  prices,  but  sellers  are  usua I I y w i I I i ng 
-to  sell  more  only  at  higher  prices.  MARKET  SUPPLY  is  a price-quantity  rela 

f 

tionship  describing  the  total  amount  which  all  sellers  will  supply  at  each 
price. 

Market  Supply  Schedules  and  Curves.  The  supply  schedule  and  curve 
are  two  ways  of  constructing  a model  of  the  supply  side  of  a market.  Again 


we  will  use  imaginary  data  for  the  skateboard  market  in  August,  1965 
to  illustrate  market  supply.  Table  2 shows  ihe  supply  schedule  for  Ace 
Skateboards,  one  of  500  manuf acturers  in  the  market;  this  table  shows  the 
number  of  skateboards  which  Ace  Skateboards  will  produce  per  day,  given 
the  supply  conditions  existing  in  the  industry  in  August,  1965.  The 
actual  amount  the  company  will  sell  depends  on  price;  and  the  higher  the 
price,  the  more  skateboards  the  company  is  willing  to  produce  and  sell. 

The  same  information  is  shown  as  a supply  curve  in  Figure  3.  Supply 
curves  are  drawn  similarly  to  demand  curves  in  that  the  vertical  axis  is 
used  to  measure  price,  and  the  horizontal  axis  measures  quantity  supplied. 

Tabl e 2 

Supply  ScheduTe  for 
Ace  Skateboards, 

August  10,  1965 


Price  per 
Skateboard s. 

Quanti ty  Supp lied 
per  day 

$ 6.00 

290 

8.00 

400 

10.00 

500 

12.00 

600 

14.00 

675 

16.00 

732 

18.00 

780 

20.00 

820 

22.  CO 
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Figure  3 

Supply  Curve  for  Ace  Skateboards, 
Unlimited  for  Auoust,  1965 
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'.irv.«’  we  art?  moving  up  tho  example  anyway,  let's  assume  that  ‘ hern 
are  buu  skateboard  mariul acturors , each  producing  1/500  of  the  skateboard 
output,  and  each  producing  exactly  the  same  kind  of  skateboard,  Each 
firm  is  just  like  Ace  Skateboards,  Unlimited,  Table  3 and  Figure  4 show 
the  market-supply  schedule  and  curve  for  skateboards  on  August  10,  1965, 
At  each  price,  quantity  supplied  by  the  total  market  is  500  times  the 
amount  supplied  by  Ace  Skateboards,  > 

Table  3 

Market  Supply  Schedule  for 
Skateboards,  August,  1956 

Price  per  Quantity  Supplied  per 
Skateboard  Day  (500  x Ace  Supply) 


$ 6.00 
8.00 
10.00 
12.00 

14.00 

16.00 
18.00 
20.00 
22.00 


145.000 

200.000 

250.000 

300.000 

337.000 

366.000 

390.000 

410.000 

425.000 


Figure  4 

Market  Supply  Curve  for 
Skateboards,  August,  1965 


err* 
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Why  the  Amount  Supplied  is  Greater  at  Higher  Prices 

The  market  supply  schedule  and  curve  show  that  skateboard  producers 
vary  output  with  price,  and  that  there  is  a positive  relation  between 
price  and  quantity  supplied.  It  is  important  to  explain  why  this  posi- 
tive relation  exists  because  it  is  true  for  most  markets.  In  general, 
producers  are  willing  to  increase  output  per  day  over  their  current  pro- 
duction, on  I y if  there  is  an  increase  in  price.  WHY? 

This  is  the  explanation.  At  high  levels  of  production,  cost  per  unit 
is  higher  than  it  is  at  lower  levels  of  production.  For  some  reason  it 
costs  more  to  produce  a skateboard  when  output  is  500  skateboards  a day 
than  to  produce  400  a day.  Therefore  Ace  will  produce  the  larger  amount 
on  I y if  the  price  th£y  can  get  makes  it  worthwhile. 

The-  rpal- question  is,  why  does  it  cost  more  to  produce  a skateboard  when 
* 

output  is  500  skateboards  a day  than  when  it  is  400  a day?  One  might 

, . . i . 

easily  expect  that  the  average  cost  of  producing  a skateboard  would  be 
I ess  at  higher  level s of  output,  because  skateboards  could  then  be  mass- 
produced,  But  that's  just  the  point.  If  Ace  Skateboards  wants  to  increase 
daily  output  temporari ly,  say  for  a month,  from  400  to  500,  it  will  not  pay 
to  truy  new~equ i pment  to  increase  production.  If  the  company  were  considering 
doubling  output  permanently,  management  might  decide  to  expand  operations 
and  build  a new  factory,  but  e>ven  so,  it  might  take  a year  before  the  new 
plant  is  in  operation. 

What  we're  saying  is  that  if  a manufacturer  wants  to  increase  output 
per  day  using  his  existing  equipment,  costs  increase  more  than  proportion- 
ately to  the  increase  in  output  because  of  the  law  of  diminishing  returns. 
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The  law  of  diminishing  returns  states  that  if  the  amount  of  one  input 
is  fixed,  there  is  a decline  in  additional  output  yielded  per  aaditional 
unit  of  the  variable  input.  That  is  each  additional  worker  hired  contributes 
fewer  additional  skateboards.  It  costs  more  *to  produce  the  extra  skateboards 
therefore  the  average  cost  of  production  goes  up. 

Thus,  the  ratio  Increase  in  output  gets  smaller  at  higher  levels  of  out- 
Increase  in  inuut 

put.  Under  those  conditions  the  average  cost  of  producing  a skateboard 
is  higher  at  higher  levels  of  production,  because  less  additional  output 
is  produced  for  each  additional  man;  and  the  additional  man  is  paid  the 
same  hourly  wage  the  other  workers  are  receiving. 

The  effect  on  costs  of  the  law  of  diminishing  returns  is  shown  for  Ace 
Skateboards  in  Figure  5 and  Table  4 below.  The  graph  shows  total  cost  of 
production  at  different  levels  of  daily  output.  The  fact  that  the  slope 
of  the  total  cost  curve  goTS  steeper  at  higher  levels  of  output  means  a 
greater  addition  to  cost  per  ! 00  units  of  increased  output. 

Prove  this  to  yourself  by  using  the  curve  in  Figure  5 on  the  next  page, 
to  figure  oul  the  additional  cost  necessary  to  increase  output  from  500 
to  600  boards  a day.  How  rru^h  increass  in  cost  is  necessary  to  increase 
output  from  600  to  700  boards  a day? 

Your  ansv'ers  should  be  1200  and  1550. 

To  summarize,  i the  shorl-run  (when  f i rms  can  only  Increase  production 
>y  using  the  exist  ng  plant  more  intensively)  there  is  a fixed  .mount  a firm 
produce  at  each  price.  Firms  will  produce  (&  be  willing  t ■>  sell)  larger 
amounts  at  higher  prices.  At  an^  particular  market  price,  they  will  not  sell 
more *than  the  amount  shown  by  their  supply  seneduie,  because  higher  output 
rates  will  also  mean  higher  average  costs. 


Table  4 


F ini  ire  S 


Total  Cost  of  Producing 
Skateboards  at  Different 
Levels  of  Output  Per  Day 


Total  Cost  Curve,  Ace  Skateboards 


Total  Output 
per  day 


0 

100 

200 

300 

400 

500 

600 

700 

8C0 

900 


Total  Cost 
per  day 


500 
I ,000 
I ,500 
2,100 

2.900 

3.900 
5,100 
6,650 
8,500 

11,000 


Total  Cost 
(per  day) 

$10,000. 


-U 


200  400 


600  800  1 000 
Quant i+y  Produced 
per  day) 


VII.  The  Market  Model  & Price  Determination  in  a Perfectly  Competitive  Market 


Skateboard  Market  Model 

Table  5 and  Figure  6 combine  information  on  market  demand  and  market  supply 
of  skateboards  for  August  10,  1965.  Market  demand  and  market  supply  curves 
are  shown  in  the  same  graph  in  Figure  6.  The  two  curves  can  be  plotted  on  the 
same  diagram  because  both  curves  show  a relationship  between  the  same  two 
things,  price  of  a product  and  quantity.  Figure  6 summarizes  the  market 
conditions  in  the  skateboard  market  on  August  10,  1965.  The  diagram  is  a 
model  of  the  markel  which  enables  us  to  predict  market  price  and  quantity 
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old. 


Table  5 

Market  Demand  and  Supply 
U.S.  Skateboard  Industry, 
August,  1965 


Pr  i ce 

Quant i ty 
Demanded 
( 1000's 
per 

Quant i ty 
Supp 1 i ed 
of  boards 
week) 

S 6.00 

420 

145 

8.00 

580 

200 

10.00 

340 

250 

12.00 

300 

300 

14.00 

260 

337 

16.00 

220 

366 

18.00 

180 

390 

20.00 

140 

410 

22.00 

100 

425 

24.00 

60 

435 

A Perfect 

ly  Competitive  Market 

t 


Skateboard  Market 
August  10,  1965 


Perfect  Competition.  Before  we  can  use  this  model  to  show  how  price 


and  quantity  sold  are  determined  under  conditions  of  perfect  competition. 


it  is  necessary  to  define  what  those  conditions  are.  The  following  are  the 


necessary  conditions  for  perfect  competition.  First,  there  are  many,  many 
buyers  and  sellers;  each  is  so  small  that  if  they  left  the  market  no  one 
would  notice.  In  fact,  there  are  sc  imany,  small  buyers  and  sellers  that  it 


is  even  impossible  for  some  of  them  to  get  together  into  a grouo  large  enough 
to  effect  the  market.  Second,  all  producers  must  produce  exactly  the  same 
thing — with  no  differences  whatsoever.  Third,  there  is  completely  free 
entry  into  the  market;  anyone  who  wants  to  can  buy  or  sell  the  abduct.  For 
sellers,  this  means  that  it  costs  nothing  and  takes  no  special  ability  to 


go  into  business.  Finally,  all  buyers  and  sellers  are  rational  economic  men. 
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This  means  that  every  one  acts  to  make  the  greatest  oossibie  monel  ary 
gain  for  himself  and,  in  addition,  that  everyone  is  free  to  so  act. 

Although  it  is  impossible  to  find  a real  life  example  of  "perfect" 

competition  (just  like  it  is  impossible  to  find  a "perfect"  child  or 

an  honest  man),  we  can  seT  up  the  skateboard  model  market  sc  that  it  is 

perfectly  competitive.  We  have  assumed  that  there  are  500  skateboard 

manufacturers,  and  probably  1000's  of  biyers  from  sport  slores  who  buy 

skateboards  from  the  manufacturers.  This  means  fhat  there  is  a great 

deal  of  competition  between  buyers  and  sellers.  fJo  one  person  or  business 

can  influence  price.  Because  one  firm  supplies  such  a small  percent  (1/500) 

of  the  market,  ec.ch  firm  must  accept  the  price  established  in  the  market  and 

sell  at  that  price.  Under  these  competitive  conditions,  if  a firm  should  try 

to  sell  at  a price  higher  than  the  market  price,  it  would  not  be  able  to  find 

any  buyers,  because  buyers  can  buy  the  skateboards  cheaper  from  some  other 

producer.  The  manufacture:  r can  sell  at  a price  lower  than  the  market  price 

* 

if  he  wishes,  but  that  would  be  foolish  because  he  can  sell  all  he  can  pro- 
duce at  the  higher  price. 

Figure  6 predicts  the  final  ou fcome  of  this  competition;  the  price  will 

reach  $12.00  and  will  stay  there.  Let's  use  what  we  know  about  perfect 

competition  to  see  why.  We  will  prove  that  $12.00  is  the  market  price  by 

showing  that  there  ;s  no  other  stable  price.  \ssume  the  price  i . $16.00 

A+  that  price  according  to  the  demand  curve,  the  total  amount  of  skateboards 

demanded  is  220,000.  Manufacturers  are  willing  to  sell  more,  bur  they  can't 

find  buyers  at  this  price.  At  $16.00  there  is  an  excess  r ipplv  of  46,000 

boards.  The  result  is  that  sellers  will  reduce  the  price  to  increase  the 

amount  they  sell.  TbMhe  price  falls  to,  say,  $14.00,  but  +nere  is  still 

and  excess  supply  of  37,000  boards  because  at  $14.00,  337,000  si ateboards 
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are  offered  for  sale  but  buyers  will  buy  only  260,000.  Although  the  excess 
of  quantity  supplied  over  that  demanded  is  declining,  there  is  an  excess. 
Seilers  will  bid  the  price  down  further,  and  as  they  do,  the  disparity 
declines  between  amount  offered  and  amount  buyers  are  willing  to  buy. 
Finally,  when  the  price  reaches  $12. 00 , quantity  demanded  and  quantity 
supplied  are  both  300,000  per  day.  Every  buyer  at  $12.00  can  find  a 
seiler  and  vice-versa.  There  is  no  reason  for  anyone  to  offer  to  buy  or 
sell  at  a different  price  because  there  is  a source  of  supply  for  every 
buyer  who  wants  to  buy  at  that  price.  The  market  price  will  stay  at 
$12.00,  and  300,000  skateboards  will  be  sold  each  day. 

The  same  sort  of  reasoning  can  be  used  to  prove  that  if  the  price 
starts  below  $12.00,  competitive  bidding  by  buyers  will  force  the  price 
up  to  $12.00.  When  the  price  is  less  than  $12.00,  quantity  demanded 
exceeds  quantity  supplied,  and  the  price  will  be  bid  up;  if  price  is 
higher  than  $12.00,  quantity  supplied  is  greater  than  quantity  demanded, 
and  the  price  will  be  bid  down  to  $12.00.  Under  existing  market  supply  and 
demand  conditions,  the  price  will  be  $12.00,  because  this  is  the  only 
price  where  demand  equals  supply.  Thus,  competition  between  buyers  and 
sellers  leads  to  a stable  market  price  which  equates  quantity  demanded 
and  quantity  supplied. 

A Summary 

The  preceding  paragraphs  show  how  price  and  quantity  sold  ar  i deter- 
mined in  a perfectly  competitive  markef  where  no  individual  buyer  or  seller 
sets  the  price.  Instead,  through  competitive  bidding,  the  price  automa- 
tically adjust  up  or  down  toward  the  equilibrium  price,  the  price  where 


Quantity  demanded  equals  quantity  supplied.  If  th<?  price  is  higher  than 
the  equilibrium  price  there  is  excess  supply  and  sellers  will  compete  with 
each  other  for  the  available  buyers  and  will  force  the  price  down,  even- 
tually to  the  equilibrium  price.  If  the  price  is  too  low,  then  there  is 
excess  demand  and  the  buyers  will  compete  with  each  other  for  the  avail- 
able supply,  thereby  forcing  the  price  up  to  the  equilibrium  price.  By 
this  process  of  competitive  bidding,  the  commodity  is  transferred  from 
sellers  to  buyers  and  distributed  to  those  buyers  who  are  willing  to  pay 
the  price.  There  is  no  centralized  decision  making,  but  the  market  oper- 
ates as  if  there  were  (an  invisible  hand.) 
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[ICON  ! 2 TEXT 
UNIT  II 


CHAPTER  I I 


PREDICTING  PRICE  CHANGES: 
THE  LAW  OF  SUPPLY  AND  DEMAND 


I . I ntroduction 

We  have  discovered  the  mechanism  which  sets  prices  in  perfect 
competition.  The  next  task  is  to  use  the  model  to  find  out  how,  through 
perfect  competition,  sellers  automatically  adjust  output  to  reflect 
changing  consumer  demand  and  new  techniques  of  production. 

This  happens  (producers  adjust  quantity  produced)  because  prices 
change  and  se I I ers . react  to  price  changes.  In  this  chapter  we  will 
use  the  model  of  perfect  competition  to  describe  why  prices  change  and 
to  predict  the  direction  of  price  and  quantity  changes  (whether  they 
go  up  or  down).  Then,  in  the  next  chapter,  we  will  use  the  model  to 
prove  how  these  price  changes  force  sellers  to  behave. 

We  have  already  proved  that  in  perfect  competition  the  price  end 
quantity  sold  is  determined  through  the  competitive  bidding  of  buyers 
and  sellers.  Once  the  equilibrium  price  is  reached,  the  market  is  in 
balance  and  the  price  and  quantity  sold  per  day  will  remain  the  same 
until  something  jars  the  market.  Buf  what  can  jar  the  market — what 
makes  the  price  change  and  is  it  possible  to  oredict  the  changes? 

That's  the  heart  of  this  chapter. 

The  answer  is  fairly  simple.  Prices  change  whenever  the  rarket 

l 

changes.  Since  the  market  is  made  up  of  buyers  and  sellers,  the  mar- 
ket will  change  whenever  either  the  demand  side  or  the  supply  side 
changes..  For  instance.  Figure  I shows  a change  in  demand  in  the 

-62- 

64 


skateboard  market  from  the  original  demand  (D.)  to  D„.  With  this 
new  demand,  there  will  be  a new  equilibrium  price  and  quantity  sold; 
in  this  case  the  new  market  price  will  be  $10.00,  and  250,000  skate- 
boards per  week  will  be  sold.  To  be  able  to  predict  such  price 
changes,  it  is  necessary  to  be  able  to  predict  such  shifts  in  demand 
or  supply. 


Table  I 

Market  Demand  and  Supply 
Skateboards,  1965 


Pri  ce 
24 


Initial 

Initial 

New 

22 

Pri  ce 

Demand 

Supp 1 y 

Demand 

( 1000's 

Boards 

per  Wk) 

20 

18 

$ 6.00 

420 

145 

330 

1 6 

8.00 

380 

200 

290 

14 

10.00 

340 

250 

■ 250 

12 

10 

12.00 

300 

300 

210 

8 

14.00 

260 

337 

170 

6 

16.00 

220  - 

366 

130 

4 

2 

13.00 

180 

390 

90 

0 

20.00 

140 

410 

50 

22.00 

100 

425 

10 
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Figure  I 

Market  Demand  and  Supply 
of  Skateboards 
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II.  Market  Demand  Conditions 

In  the  last  chapter  we  always  took  marker  demand  and  supply  for 
granted.  We  always  talked  about  the  demand  curve  as  describing  market 
demand  for  a particular  day.  We  never  'inquired  into  what  determined 
market  demand.  For  instance,  why,  in  Figure  I above,  is  initial  market 
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demand  described  by'f)j?  Why  isn'f  the  curve  to  the  loft  or  right 
t,f  Uj  V Thai  is,  wh/  is  tnere  a particular  price-quantity  relation- 
ship that  exists  on  a certain  day? 

The  market  demand — the  price-quantity  relationship — which 
exists  at  any  particular  time  is  determined  by  all  the  things  other 

• than  price  which  affect  the  quantity  of  a thing  people  want  to  con- 
— 1 " 

sume.  These  include  such  things  as  taste,  income,  o+her  prices  and  availa- 
bility of  substitutes.  These  factors  which  determine  market  demand 
for  any  particular  time  period  are  called  MARKET  DEMAND  CONDITIONS; 
they  include  anything  which  affects  the  demand  pr ice-quanti ty 1 re  I a- 
tionship  (the  amount  people  will  buy  at  each  price). 

For  instance,  people's  income  is  an  important  demand  condition 
because  income  determines  how  much  money  people  have  to  spend.  If 
Incomes  go  down  (because  general  business  conditions  decline  and  there 
are  large  numbers  of  unemployed),  then  less  butter  and  fewer  cars 
will  be  sold  at  the  current  prices.  The  reduced  incomes  will  mean 
a DECREASE  IN  DEMAND.  That  is,  the  demand  curve  for  a product  will 
shift  to  the  left.  Figure  I shows  a decrease  in  demand. 

When  demand  decreases,  the  price-quantity  relationship  changes 
so  that  at  each  price  people  will  buy  less  than  before.  For  instance, 
in  Figure  I,  at  the  old  equilibrium  price  of  $12.00,  when  demand 
decreases  so  that  O2  describes  the  new  demand,  people  will  only  buy 
210,000  skateboards  a week  instead  of  the  300,000  they  would  have 
bought  before  the  decline  in  demand.  In  fact,  according  to  Table  1 
end  Figure  1,  at  every  price  people  will  now  buy  90,000  fewer  skate- 
boards than  they  would  have  bought  previously. 
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If  market  demand  conditions  change  to  bring  aboul  an  INCREASE 
IN  DEMAND,  then  at  each  price  people  will  buy  a larger  amount  than 
formerly.  If  incomes  go  up,  people  will  nave  more  money  to  spend  and 
so,  at  $1.39  a pound,  housewives  will  buy  more  steak  per  week  than 
they  did  before  the  paychecks  increased.  An  increase  in  demand  is 
shown  by  a shift  in  the  demand  curve  to  the  right  of  the  old  demand 
curve  as  in  Figure  2. 


An  increase  in  demand  means 
that  at  each  price,  people 
wi I I buy  mo re  when  demand 
i ncreases. 
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F i g u re  2 

Increase  in  Demand 


There  are  many  things  which  affect  demand  for  products;  that  is, 
there  are  many  demand  conditions,  but  here  we  list  a few  of  the  impor- 
tant conditions  which  influence  people's  decisions  about  how  much  to 
buy.  For  each,  you  can  predict  the  effect  a change  in  the  condition 
will  have  on  demand:- 

1.  I ncome . An  increase  in  income  will  mean  an  increase  in  demand; 
a decrease  in  income  means  a decrease  in  demand  for  most  products. 

2.  The  price  of  substitutes.  If  prices  of  substitutes  go  down, 
demand  +or  the  product  will  decrease.  Thus,  if  the  price  of  air  trans- 
portation from  New  York  to  Chicago  drops  significantly,  fewer  train 
tickets  will  be  sold  at  the  current  train  fares. 


-65- 


6 


f 


, ui.eh 


t hu 


' , An  / I li  1 1 1<  | wlil'lt  wo  U M ..I  **-«.!  buy  jfj1 


appearance  ul  a now  substitute  or  a change  in  advertising.  When 
cars  became  popular,  the  demand  for  buggies  declined.  Introduction  of 
a new  substite  .will  cause  a decline  in  demand  for  the  older  product. 

4.  Sources  of  purchasing  power  other  than  income,  such  as  the 
size  of  people's  bank  accounts  or  holdings  of  savings  bonds,  or  the 
ability  to  borrow  money.  if  interest  rales  go  up,  the  demand  for  cars 
will  drop  because  it  costs  more  to  finance  the  car.  Or,  if  loans  are 
really  hard  to  get,  lenders  will  not  lend  at  all  to  certain  people, 
which  would  mean  a decrease  in  their  demand  for  anything  the/  have  to 
buy  on  time,  like  a cor  or  a house. 

5.  People's  expectations  about  the  fulure,  such  as  their  expec- 
tations about  the  future  price  of  the  conwodiTy  or  changes  in  their 
income.  If  people  think  the  country  is  about  to  go  to  var,  they  will 
run  out  and  stock  up  c.i  staples.  Demand  for  staples  increases  tempor- 
arily because  people  will  try  to  hoard  Ihe  available  supply.  Or,  if 
peop’e  are  afraid  they  will  be  laid  off  in  six  months,  'i.eir  current 
demand  for  goers  './ill  decrease  because  they  will  save  current  income 
by  bu/ing  less  now . 

To  summarize,  if  any  demand  condition  changes,  thr-  d'-'nd  side 
of  the  marke+  changes,  end,  generally  speaking,  we  c *n  predict  /hether 
jemand  will  increase  or  decrease.  Any  change  in  demand  will  stow  up 
in  the  market  mode!  as  a shifr  in  f'.e  demand  curve  and  a new  equilibrium 
urice.  In  Figure  I,  when  demand  decreases  to  D2,  at  the  old  equilibrium 
price  of  $12.00  there  is  an  excess  supply  of  90,000  skateboards.  There- 
fore, competition  will  bring  a drop  in  price  and  a new  market  frice  will 
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emerge — in  this  case,  $10.00. 

• 111.  Market  Supply  Conditions 

MARKET  SUPPLY  CONDITIONS  are  all  the  things  which  influence  the 
amount  sellers  will  supply  at  each  price;  they  are  the  things  which 
underlie  the  market  supply  curve.  The  major  supply  conditions  are 
various  factors  which  affect  cost  of  production  and  the  numbers  and 
size  of  sellers  in  the  market.  If  costs  go  up,  then  sellers  will 
not  be  willing  to  sell  as  much  at  the  current  price,  and  supply  declines. 
On  the  other  hand,  if  costs  go  down,  supply  wiU  increase;  that  is, 
sel I ers  w i I I be  w i I I i ng  to  se I I a I arger  quantity  at  each  p r ; ce. 

Another  supply  condition  is  the  number  of  sellers.  If  new  sellers 
come  inTo  the  market,  supply  will  increase;  if  sellers  leave  the  mar- 
ket, supply  decreases — less  will  be  sold  at  each  price  Thus,  the 
major  supply  conditions  are: 

1.  prices,  or  the  cost  of  using  each  input; 

2.  techniques  of  production — technology,  organization  of 
production,  kinds  of  inputs  used  and  the  proportions  of 
inputs  used  together; 

3.  the  nature  of  the  product  itself; 

4.  the  number  and  size  of  sellers. 

If  wage  rates  increase,  or  if  the  quality  of  labor  available 
declines,  labor  costs  increase,  and  the  amount  of  output  Ace  Skateboards 
will  be  wi I I i ng  to  produce  at  the  current  price  will  drop . I f a new 
sanding  machine  is  invented  which  reduces  sanding  time  by  one-half, 
and  requires  less  labor,  the  effect  will  be  to  change  the  proportion 
cf  capital  to  labor  used,  and  to  reduce  cost  per  unit  produced.  The 
result  will  be  that  the  manufacturer  will  be  willing  to  produce  more 
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output  at  fhe  current  price  using  this  new  machinery.  If  someone  invents 
d butler  arid  riKue  expensive  boll -bearing  to  use  on  skateboards,  this 
improvement  in  quality  of  skateboards  will  raise  the  cost  of  producing 
a skateboard,  and  producers  will  not  want  to  sell  as  many  boards  at 
the  current  price. 

In  general,  whenever  there  is  some  change  in  supply  conditions 
(number  of  sellers  or  cost  of  production),  there  is  a change  in  supply 
(the  amount  offered  for  sale  at  each  price).  This  means  that  there 
is  a new  market  supply  schedule  and  curve.  Assume  that  wages  rise  in 
the- Skateboard  industry.  The  amount  supplied  at  each  price  will  now 
be  less.  This  is  shown  in  Table  2 and  Figure  3.  Compare  the  new  and 
old  supply  curves  and  you  will  see  that  tor  each  price,  less  is  supplied. 
-This  is  -an  instance  of  a DECLINE  IN  MARKET  SUPPLY — less  is  produced 
for  sale  at  each  price.  A decline  in  supply  shows  up  in  +he  supply 
graph  as  a new  supply  curve  whicn  is  to  the  left  of  the  old  supply 
curve.  When  supply  declines,  the  supply  curve  shifts  to  the  left. 

To  see  for  yourself  the  effect  of  the  decline  in  supply,  notice  that 
in  Figure  3 and  Table  2,  when  supply  declines,  at  $12.00  quantity  sup- 
plied drops  from  300,000  to  200,000  hoards.  In  fact,  at  each  price, 
100,000  fewer  skateboards  would  be  supplied. 

When  costs  drop,  SUPPLY  INCREASES;  firms  offer  more  output  for 
sale  at  each  price.  The  new  supply  curve  is  to  the  right  of  the  old 
one;  the  supply  curve  shifts  to  the  right  when  supply  increases.  If  a 
new  machine  reduces  cost  per  skateboard,  then  supply  will  increase, 
and  the  new  supply  curve  will  be  to  the  right  of  the  old  one.  At  each 
price,  more  skateboards  will  be  offered  for  sale.  Supply  will  al  ;o 


increase  if  new  firms  come  into  the  market.  With  a larger  number  of 


sellers,  more  will  be  sold  at  any  price. 
Table  2 

Market  Supply  of  Skateboards 
after  a Wage  Increase 
in  Industry 

Price 


Price 

Initial  New 

Supply  Supply 

(1000's  skateboards 
per  week) 

$ 6.00 

145 

45 

8.00 

200 

100 

10.00 

250 

150 

12.00 

300 

200 

14.00 

337 

237  ' 

16.00 

366 

266 

18.00 

390 

290 

20.00 

410 

310 

22.00 

425 

325 

IV.  Price  Changes  and 

Figure  3 

Change  in  Market  Supply 


Price  and  amount  sold  changes  whenever  demand  or  supply  conditions 
change.  The  laws  of  supply  and  demand  are  laws  which  predict  the 
direction  of  + he  change  in  price  and  quantity  sold  when  demand  or  supply 
changes. 

The  Effect  on  Price  and  Quantity  Sold  of  a Change  in  Supply  Conditions 

In  the  skateboard  example,  what  effect  does  the  rise  in  wages  shown 
in  Figure  3 have  on  market  price  and  quantity  sold?  The  new  supply  condi 
tions  create  a new  price-quantity  relationship  which  is  illustrated  by 
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a new  supply  curve  ($2).  The  original  supply  curve  (5j)  is  nc  longer 
relevar.  + , so  mark  it  ot  t wi  fh  your  pencil.  Under  the  new  market  condi- 
tions, the  new  price  is  a little  less  than  $15.00,  and  about  245,000 
skateboards  will  be  sold  per  day.  Under  the  new  supply  conditions,  the 
old  price  is  too  low.  At  $12.00,  manufacturers  are  now  only  willing 
to  sel I 200,000  skateboards  a day,  but  buyers  sti I I want  to  buy  300,000 
a day.  Unsatisfied  buyers  will  be  willing  to  pay  more  to  get  skateboards. 
As  they  bid  up  the  price,  buyers  buy  fewer  skateboards,  and  sellers  are 
willing  to  sell  more;  the  gap  between  quantity  supplied  and  demanded 
closes  as  the  price  gets  closer  to  115.00.  All  excess  demand  is  eliminated 
when  the  price  reaches  $15.00,  and  the  price  will  remain  there  until  mar- 
ket conditions  change  again. 

This  reaction  of  market  price  and  quantity  to  a change  in  supply 
conditions  can  be  stated  as  a general  rule,  and  this  rule  is  the  first 
half  of  the  LAW  OF  SUPPLY  AND  DEMAND.  The  rule  is  this: 

In  any  market  with  given  demand  conditions: 

a.  if  supply  decreases,  the  price  will  increase,  and  ihe 
quantity  sold  will  decline; 

b.  if  supply  increases,  the  price  will  fall,  but  the  quantity 
sol d wi U i ncrease . 

This  reaction  is  shown  in  the  two  diagrams  in  Figure  4.  The  diagram 
on  the  left  shows  the  market  reaction  to  an  increase  in  supply;  the  dia- 
gram on  the  right  shows  the  reaction  to  a decline  in  supply. 

Note  that  the  rule  about  the  market  reaction  to  a change  in  supply 
is  prefaced  by  the  condition  that  demand  conditions  are  given.  This 
means  that  the  rule  applies  only  when  the  demano  curve  stays  put,  when 
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demand  conditions  stay  the.  same. 
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Figure  4 

The  Effects  of  Changes  in  Supply  on  Market  Price  and  Quantity  Sold 


The  Effect  on  Price  and -Quantity  Sold  of  a Change  in  Demand  Conditions 
What  happens  if  demand  conditions  change?  In  the  skateboard  market 
example  described  in  Figure  I,  a decline  in  demand  (due  to  a decline  in 
people's  incomes)  caused  price  and  quantity  sold  to  decline.  This  is 
always  the  effect  of  a decline  in  demand,  if  demand  declines  and  supply 
conditions  remain  the  same.  When  demand  conditions  change,  the  market 
changes.  There  is  a new  demand  curve;  the  old  one  no  longer  describes 
the  demand  side  of  the  market  and  price  and  quantity  sold  will  change.  In 
Figure  I,  with  the  decline  in  demand  depicted  by  D2,  at  thfe  original 
market  price  of  $12.00,  there  will  be  excess  supply  when  demand  declines. 
Suppliers  will  compete  for  sales  and  this  competition  will  force  the  price 
down  until  excess  supply  is  eliminated — the  price  will  eventually  settle 
at  $10.00  and  only  250,000  skateboards  will  be  sold  per  week. 
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Likewise,  when  demand  increases  there  is  a new  demand  curve  to  the 
right  of  Ihe  old  one  (see  the  right-hand  graph  in  Figure  5)  and  price 
and  quantity  sold  will  increase.  The  reaction  of  market  price  and  quantity 
sold  to  a change  in  demand  conditions  can  be  stated  as  a general  rule — 
the  second  half  of  the  LAW  OF  SUPPLY  AND  DEMAND.  The  rule  is  this: 

In  any  market  with  given  supply  conditions: 

a.  if  demand  increases,  the  price  and  quantity  sold  will  increase; 

b.  if  demand  decreases,  the  price  and  quantity  sold  will  decrease. 
Again,  these  predictions  are  true  only  if  we  assume- that  the  supply  side 
of  the  market  remains  unchanged — the  supply  curve  does  not  shift. 

Figure  5 shows  graphically  the  effect  of  an  increase  or  decrease  in 
demand  on  the  market  model.  The  left-hand  graph  shows  a decline  in  demand — 
the  new  demand  curve,  D2,  is  to  the  left  of  the  old  one  and  the  new  price 
is  lower  than  the  old  price,  the  new  quantity  sold  is  less  than  the  old 
quantity  sold.  The  right-hand  graph  shows  an  increase  in  demand — the  new 
demand  curve  is  to  the  right  of  the  old  demand  curve.  Because  of  this 
shift  in  the  demand  curve,  the  D2  crosses  the  supply  curve  at  a different 
price  and  quantity  sold  than  did  D| — a point  where  both  price  and  quantity 
sold  are  greater  than  before  the  increase  in  demand. 

Notice  that  in  both  cases,  only  one  supply  curve  is  shown.  This 
means  that  we  are  assuming  that  supply  remains  unchanged.  However,  even 
though  supply  is  unchanged,  when  demand  increases  a greater  quantity  is 
supplied.  This  is  not  because  supply  has  changed,  but  because  buyers 
are  willing  to  pay  more  for  the  same  amount  and,  under  the  supply  conditions 
expressed  by  the  supply  curve,  sellers  will  sell  more  at  the  higher  price. 
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The  Effect  on  Price  and  Quantity  of  a Change  in  Demand 


The  Effect  on  Price  and  Quantity  Sold  of  a Change  in  Both  Supply  and  Demand 
Predicting  the  effect  on  price  and  quantity  sold  of  a change  in  both 
supply  and  demand  is  more  tricky,  but  we  can  use  the  same  graphic  analysis 
to  draw  general  conclusions.  Here  we  will  just  barely  outline  these  pre- 
dictions. If  you  are  interested  in  really  learning  how  to  use  the  graphs 
to  make  predictions,  then  complete  the  program  in  the  workbook  on  the  Law 
cf  Supply  and  Demand. 

i 

In  making  these  predictions,  you  simply  combine  what  you  know  about 
the  effect  of  a change  in  demand  and  a change  in  supply  to  predict  the 
total  effect.  For  instance,  the  left-hand  graph  in  Figure  6 shows  the 
effect  of  a decrease  in  demand  and  a decrease  in  supply.  Note  that  in 
this  case,  quantity  sold  declines  and  price  increases.  The  righf-hand 
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diagram  also  shows  the  effects  of  a decrease  in  demand  and  in  supply, 
but  here,  price  drops  as  well  as  quantity  sold. 


We  can  understand  why  by  looking  at  the  two  effects  separately. 

When  demand  decreases,  price  and  quantity  sold  drop.  When  supply 
decreases,  price  increases  and  quantity  sold  decreases.  Now,  if  both 
demand  and  supply  decrease,  quantity  sold  will  certainly  decline  be- 
cause both  effects  cause  quantity  sold  to  decline.  However,  a decline 
in  supply  and  a decline  in  demand  have  opposite  effects  on  price.  There- 
fore it  is  not  possible  to  predict  what  happens  to  price  unless  you  use 
a diagram.  For  instance,  in  the  case  shown  in  the  left  graph,  the  decline 
in  supply  has  more  effect  than  the  decline  in  demand  and  price  increases. 
However,  in  the  case  depicted  on  the  right-hand  graph,  demand  declines 
enough  to  cause  price  to  drop. 

A decl i ne  in  D 4 S brings  A dec! i ne  in  0 & S brings 

about  an  i ncrease  in  P & Q about  an  i ncrease  in  0 and 


a decrease  in  P 
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The  Differing  Effects  of 


Figure  G 

a Decrease  in  Demand  and  Supply 
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This  kind  of  analysis  can  be  applieid  +o  the  other  three  cases  of 


changes  in  both  demand  and  supply: 

an  increase  in  supply  and  demand:  An  increase  in  demand  increases 

P and  Q; 

an  increase  in  supply  decreases 
P,  increases  0; 

therefore,  an  increase  in  demand 
and  supply  will  increase  0 and 
P may  ri se  0£  fall. 

an  increase  in  supply  and  a decrease  An  increase  in  supply  decreases 
in  demand:  P,  increases  0; 

a decrease  in  demand  decreases 
P and  Q; 

therefore,  in  this  case,  P wi II 
decrease  and  0 may  increase  or 
decrease. 


an  increase  in  demand  and  a decrease  An  increase  in  demand  increases 
I n supp I y : P and  0; 

a decrease  in  supply  increases 
P,  decreases  0; 

therefore,  P will  increase  and 
Q may  increase  or  decrease. 

Summary  of  the  Law  of  Supply  and  Demar,.d 

The  LAW  OF  SUPPLY  AND  DEMAND  is  a basic  law  describing  market 


behavior;  it  describes  the  effect  of  buyer  and  seller  competition  on 
price  and  quantity  when  demand  and  supply  conditions  change.  The  law 


is  true  even  when  a market  is  not  highly  competitive.  The  law  is  impor- 
tant because  it  permits  us  to  predict  the  effect  of  changing  market 
conditions — supply  and  demand  corcdi t ions--on  Ihe  amount  sold  and  tho'mar 

ket  price.  In  this  chapter  we  ha'ye  not  only  stated  the  law,  but  we  have 

. I 

used  market  demand  and  supply  curve  models  to  prove  that  the  law  works 


as  it  does.  In  the  next  chapter  we  will  use  the  law  and  the  market 


model  to  predict  market  conduct  of  purely  competitive  sellers;  and  then 
to  predict  the  effect  of  this  competition  on  the  allocation  of  resources 


-75- 


t.  CON  i / 

un  n ii 

CHAPTER  12 

MARKET  RESOUfiCfc  ALLOCATION: 

Tilt  CAST'S  Of  Pfc'RFECl  COMPE  T If  I ON  AND  PERFECT  MONOPOLY 

I . I nt  i odu ct  i on 

In  the  last  chapter  we  showed  lhat  in  a perfectly  competitive 
market , the  price  of  the  product  changes  whenever  demand  or  supply 
conditions  change.  If  demand  for  shoos  increases,  the  price  of  shoes 
will  go  up  as  will  the  number  of  pairs  sold  per  week.  If  demand  stays 
conslaivl  and  the  cost  of  production  increases,  then  supply  will  decline, 
the  price  of  shoos  will  increase,  and  flic  stores  will  sell  fewer  pairs 
of  shoos  per  week . 

According  to  the  analysis  i r>  the  last  chapter,  whenever  market 
conditions  change  in  a perfectly  competitive  market,  the  price  and  quan- 
tity sold  will  change.  Since  demand  and  supply  conditions  change  fre- 
quently, price  will  also  change  frequently. 

In  this  chapter  wc  will  look  at  the  effect  of  these  constant  price- 
changes  on  sellers’  decisions  about  what  and  how  much  to  produce.  We 
will  show  how  competition  between  sellers  assures  that  the  competitive 
market  operates  I i ko  a cybernetic  system  in  which  sellers  wiil  i eact 
t ) price  changes  by  altering  quant  ity  suppliei  in  order  to  conform  to 
changes  in  consumer  demand  or  to  changes  in  the  cost  of  production.  Vie 
will  show  that  all  the  markets  taken  together  guarantee  that  a perfectly 
competitive  market  economy  would  always,  automatically  operate  to 
produce  exactly  what  consumers  wont  at  the  lowest  possible  cost.  In  the 


Vw 


mode  I of  o perfectly  compel  i 1 i ve  world,  consumers  ore  sever,  i-gn.  All  bough 
sellers  decide  whal  1o  produce,  they  are  forced  by  competition  1o  produce 
whal  consumui  s wool.  The  invisible  honu  of  'I  lie  marked  makes  fho  consumer 
king. 

In  the  second  port  of  this  chapter  we  will  contrast  the  world  of 
perfect  competition  with  the  world  of  per  foci'  monopoly.  Per  fect  monopoly 
is  the  opposite  of  perfect  ccmpoti  1 ion,  for  there  is  r,o  compel' il  ion  what- 
soever. To  show  the  effect  of  no  competition  we  will  construct  a model 
of  perfect  monopoly.  Then,  we  will  use  this  model  to  anew  .*  the  same 
questions  about  perfect  monopoly  that  wo  answered  for  perfect  competition. 

Thai'  is: 

1.  How  is  price  determined? 

2.  When  do  prices  change? 

3.  How  motivated  is  the  monopolist  to  cut  costs  and  1o  improve  the 
quality  of  the  things  produced? 

4.  Can  th?  monopolist  prevenl  competitors  from  entering  the  market? 

5.  How  efficiently  are  resources  allocated?  !s  there  consumer 
sever  iognty  in  a per  foci  monopoly  world?  If  nof , v/no  is  king? 

And  does  the  system  operate  like  a cyberre! ic  system? 

In  the  following  chapter,  and  in  the  industry  case  studies  which 
accompany  this  uni4',  you  will  be  able  to  apply  irr  same  procedures 

, which  we  have  already  developed  or  analyzing  perfect  . i-f 

£ clidu  Me  dFPetk  4 tempt*  fan  f* 

cempetition  and  perfect  monopoly**  Wc  will  discuss  this'  at  greater  length 
al  the  end  of  the  chapter. 
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II.  Compel  i 1 i ve  Con  due  I in  Perfect  ly  Co:. .pel  i t i ve  Merkels 

In  1 1 1 i o orcl ion  wo  will  sludy  1 ho  conduct  (decisions)  of  the  indivi- 
dual sellers  in  a compel  i + ivo  r.iorkel  . You  have  already  seen  Inet,  in  a 
perfectly  competitive  market,  the  price  of  the  product  is  determined 
through  the  competitive  budding  of  all  of  the  buyers  and  sol lers — through 
the  combined  effoel  of  all  exchanges.  This  means  that  no  one  buyer  or 
seller  can  set  price;  each  person  in  the  market  must  buy  or  sell  at  the 
price  sot  by  the  market.  The  only  decision  open  to  a seller  is  how  much 
vo  sell  at  the  market  price. 

The  conditions  confronting  an  individual  seller  i r»  a perfectly 
competitive  market,  and  his  response  to  these  conditions,  can  be  illus- 
trated by  using  the  model  of  the  supply  and  demand  curves  which  were 
developed  in  1 he  last  three  chapters.  Figure  I,  below,  shows  the  condi- 
tions in  a purely  competitive  milk  market.  The  left  hand  diagram  shows 
the  demand  and  supply  conditions  for  an  individual  firm,  and  the  right 
hand  diagram  shows  the  conditions  for  the  market  (all  of  the  individual 
f i nns ) . 
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The  I .id  j t-i?"  1 farmer’s  demand  and  supply  c,::vf::  (lull.)  sbu,/  the 

demand  co:'t:]I  tiorv:  he  faces  end  what  his  suppl>  \;<uild  he*,  at  u i 1 i ero..t  pricur;e 
The  dei;:'a:o  carve  i.s  a horizontal  line  drawn  at  50  cents  pcx  jailor.,  I : • .*  can 
sell  a >,r  he  can  produce  at  tills  price  hut.  lie  couldn’t  sell  a drop  at  51  cent 
At  50  cents  pcx*  gallon,  he  sells  60  gallons  of  milk  pr-r  day.  He  won’t  pruV 
any  more  unless  the  price  goes  up  because  his  production  costs  rise  as  he 
raises  production.  For  example,  in  order  to  produce  70  gallons  of  milk  per 
day,  lie.  Vsould  either,  1)  have  to  feed  his  cows  mure  and  better  food,  or  2) 
add  more  labor  for  their  care.  If  the  price  falls,  this  farmer  will  decrees 
product  fen  *'  at  40  cents  per  gallon  his  production  falls  to  50  gallons  per 
day.  However,  if  the  price  falls  below  30  cents,  he  will  not  produce  at 
all  because  it  would  cost  him  more  to  produce  the  milk  than  not  to  produce 
any  milk. 

The  right  hand  diagram  shows  market  demand  and  supply.  At  A0  cents  per 
gallon,  consumers  are  willing  to  buy  400,000  gallons  of  milk  per  day  and 
farmers  arc  willing  to  supply  400,000  gallons  of  milk  per  day.  At  40  cents, 
considers  would  buy  450,000  gallons  but  farmers  would  only  produce  375,000 
gallons,  and  at  60  cents,  farmers  would  be  willing  to  produce  425,000  but 
consumers  would  only  be  willing  to  buy  350,000  gallons.  At  either  40  cents 
or  60  cents,  demand  and  supply  are  not  in  balance.  Only  at  60  cents  will 
demand  just  equal  supply. 

Using  the  model  in  Figure  1,  we  c.;n  trace  through  what  cff(  cts  a change 
in  market  demand  would  have  on  the  individual  f inns  and  on  the  market. 


P7 
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: ^ that  Figure  ].  describes  tbe  milk  market  under  perfect  ccudi. 


enables  the.-;  to  cover  the  ] owest  pot-sib  1c  costs  of  production  and  to  make  a 
reap  on able  pio.fjt  besides#  By  reasonable,  v;e  r.vso n a )ate  of  return  on  invest- 


stable#  Dairy  fanners  arc  earning  an  adequate,  enough  income  to  encourage  them 
to  continue  to  produce  mill;  (60  gallons  a day),  but  the  milk  business  is  riot 
so  profitable  that  new  people  v?ant  to  miter  the  business# 

Figure  2,  below  shows  the  effects  of  an  increase  in  demand  for  milk* 


of  milk  sold  from  400,000  gallons  per  day  to  430,000  gallons  and  rise  in 
price  to  63$  per  gallon.  The  left-hand  diagram  shows  the  effect;  on  the  indi** 


at  this  new  price  the  farmer  will  increase  production  to  67  gallons  of  milk* 
This  increased  production  of  all  the  individual  farmers  supplies  the  market 
vj  ith  the  additional  30,000  gallons  per  day  sold  under  the  new  demand 
conditions. 

Thus,  the  immediate  effect  of  the  rise  in  market  demand  is  for  the 
price  to  rise  so  that  existing  nillc  farmers  will  be  willing  to  increase  mill- 
production.  This  is  the  short-run  reaction  of  sellers  to  an  increase  in 
demand,  but  there  is  a more  profound  reaction  than  this.  The  acreage  in 
demand  has  probably  meant  an  increased  profit  for  milk  farmers.  If  this 
is  so,  soon  other  farmers  will  begin  to  notice  that  dairy  farr.w.ng  is  more 
profitable  than  the  kind  of  farming  they  are  engaged  in.  Been  isc  anyone  is 
free  to  enter  daily  farming,  these  other  farmers  will  switch  to  dairying  and 
when  they  do  they  effect  market  supply  in  the  milk  market.  The  larger  number 


rent  which  is  comparable  to  that  earned  in  other  industries.  The  industry  i 
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o i pr c'^ru;  of  mill:  v;il).  i;;rn  an  increase  in  market  ^unpjy.  The 
supply  curve.  will  shift  to  the  right  of  and  market  supply  v;ill 
until  the  pri.CL.  is  beck  down  again  to  the  original  price,  f> 0 a g 
the  pi  ice  which  juss  permits  dairy  farmers  to  earn  a normal  rate 


i..erl'.o  t 
increase 
alien , 
of  return 


on  their  investment*  At.  this  point,  new  farmers  v?ill  stop  entering  the 
market,  because  at  j Of  per  gallon  they  will  not  make  any  greater  profit  than 
they  are  taking  in  the  line  of  production  they  ere  already  engaged  in. 
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Figure  2 


Price  Market 


Short-run  effects  of  an  increase  in  demand 

The  market  is  back  to  normal  again  and  the  only  permanent  effect  of  the 
increase  in  demand  is  an  increase  in  the  number  of  dairy  farmers.  Supply 
has  adjusted  to  demand.  The  price,  change  caused  by  the  increase  in  demand 
increased  profit,  thereby  encouraging  other  firms  to  enter  the  dairy  business. 
These  new  firms  increased  market  supply,  cuasing  the  supply  ci  rvc  to  shift  to 
the  right,  vjhicli  meant  that  the  market  price  dropped  back  down  to  50<?.  This 
new  situation  is  shown  in  Figure  3.  The  nev7  market:  supply  and  demand  curves 
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S * Co  til':,!-  Lh  the  origin"]  i i Hot  supply  and  tie  ..'.an  cl  curves 

and  you  v:ilJ  see  foil:  the  market  pi  i.co  is  the  same,  but  that  the 
quantity  raid  j:.  Jaipur  as  a josvlr.  of  the  large  number  of  farms . After  all 
of  the  nt.i/u.-t  changes  occur,  the  individual  dairy  farmer  is  no  better  or  v.’orse 
off  thru  he  was  before  the  increase  in  demand.  He  is  back  producing  60  gallons 
a day  and  selling  at  .‘>0$  per  gallon. 


One  Firm 


Haricot 


Price. 


$1.00 


_ Gals . of 
milk  per 
day 


Figure  3 

Long-run  Effect,  of  an  Increase  in  Market  Demand 
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]n  the  c u.'I^sJs  comp]  c Uriel  v.a  u sed  the  law  of  supply  an  d deunnd  Ho 

provj  that  r>  . k,-i  supply  will  adjust  to  market  demand  in  a perfectly  ce  ipui." 
it;  ;.\ i!  market,  The  od  justmeut  process  coir.cs  shout  because  of  the  price  changes 
which  occur  vsu-u  market  demand  or  supply  change,  and  because  profit  rates 
ur>u»*.lly  change  when  prices  change.  In  a perfectly  competitive  market,  v?he.»i ever 
supply  or  demand  conditions  change  price  changes.  These  price  changer,  affect 
sellers*  profits  which,  in  turn,  effect  sellers*  decisions  about  how  much  to 
produce,  and  whether  or  not  to  shift  into  some  other  line  of  production. 

because  there  ia  free  entry  into  the  market  in  perfect  composition,  whenever 
firms  are  earning  excess  profits,  new  firms  will  enter  the  industry  and  this 
new  competition  will  force  the  price  down,  eliminating  the  extra  profits. 

Thus,  competition  (free  entry)  insures  an  automatic  adjustment  of  supply  to 
demand  and  automatic  elimination  of  excess  profits.  Consumers  get  what  they 
want  and  most  of  the  time  they  can  buy  it  at.  a price  which  just  covers  the  cost 
of  production  and  a reasonable  profit  for  the  business  owners# 

Wc  can  even  shew  that  the  firms  in  a competitive  industry  must  produce  as 
efficiently  as  possible#  That  is,  they  must  always  use  the  latest  techniques 
of  production  and  they  must  strive  for  efficient  management.  This  is  because 
of  the  fact  that  in  perfect  competition  the  price  usually  just  covers  the  cost 
of  production  and  a minimum  profit.  If  a firm  is  inefficient,  his  costs  will 
be  higher  than  normal  and  he  \*7ill  not  make  any  profit--he  may  not  even  be  able 
to  cover  costs.  Thus,  inefficient  producers  will  either  have  to  improve  their 
methods  or  they  will  eventually  be  forced  out  of  business. 

By  the  same  reasoning,  you  should  see  that  competitive  firms  will  be  quick 
to  copy  new,  more  efficient  methods  of  production,  thereby  temporarily  increas- 
ing profits*  Hcveve*,  because  all  firms  will  start  to  use  the  new  methods, 
the  effect  on  the  market  of  the  new  techniques  will  be  a lovjer  market  price. 
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if  nJI  dairy  .farmery  sv;itch  to  the  new  feed,  the  effect  on  the  v;hole  mvrhot  is 
increase  in  suj  ply,  which  is  sliov;a  by  the  increased  market  supply  cn  tin'  right- 
hand  diagram.  The  increase  in  supply  reduces  price  and  permits  people  to  buy 
more  mi.]  hr  Vlv?  consumer  is  the.  beneficiary  of  t:he  lower  costs,  not  the  farmf-v  s * 
You  might  well  ask,  v?hy  does  the  farmer  use  the  now  feed  if  he  doesn’t  benefit? 
The  left-hand  diagram  in  Figure  4 can  ansv;er  this  question*  Assume  that  our 
farmer  is  the  first  to  switch  to  the  new  feed.  The  market  price  is  still  $ .50 
because  only  one  or  a few  farmers  are  using  the  new  feed.  Our  farmer  v/il]  now 
sell  around  95  gallons  a day  at  $.50,  and  he  will  make  a considerable  profit* 
However  as  the  use  of  the  feed  catches  on  and  more  and  more  farmers  use  it, 
market  supply  vn.]l  increase  and  the  price  will  start  to  drop. 


lOOO’s  of  gals,  of  milk  per  day 


Figure  4 

Effects  of  a Change  in  Supply  Conditions  in  a Perfectly 
Competitive  Market 
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Kveiiuiially,  when  the  price  drops  to  a little  less  than  40^  a gallon,  and 
the  original  farmers  are  no  better  off  than  they  were  to  begin  with.  They  bad 
a temporary  advantage  which  v;as  competed  a*?ay.  Now,  of  course,  all  farmers 
must  use  the  feed  in  order  to  make  evc?n  a normal  profit „ 

This  practice  of  the  competitive  firm’s  adjustment  to  changes  in  supply  and 
demand  can  be  described  as  a cybernetic  system  which  creates  profits  through 
production  and  sale  of  its  output.  The  firm  uses  this  information  about  profits 
to  alter  production  decisions  about  how  ranch  to  produce,  what  methods  to  use  and 
v?hcthcr  or  not  to  remain  in  business.  Whenever  market  price  or  costs  change, 
profits  change  and  the  firm  adjusts  immediately  to  these  supply  and  demand 
conditions.  Figure  5 shov?s  this  long-run  adjustment  or  dec  is  ion 'shaking  process 
of  a competitive  firm  as  a cybernetic  system. 
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1X1.  CONDUCE!  AMD  Pi -'IFOIli lANCd  IN  A PiJdFECf  NONOPOT, V ELnVO-h.’ 


Pejf j njjJ . 3-:.V ^ eet  Monopol  y 

As  is  the:  case  with  perfect  competition,  a perfect  monopoly  is  defined 
the  compel: i t Ivc  demand  and  supply  conditions  present  in  the  market.  As  yon  can 
see  from  the  comparison  below,  the  market  conditions  facing  the  monopolist  arc 
almost  the  exact  opposite  of  those  feeing  the  firm  selling  in  a perfectly  compe- 
titive market; 

Con  cl  i t i oi  vs  of  Perfect  Competi  tlon 


1.  h^uy  firms., 

2 . Standardised,  undifferentiated 
product. 

3.  Free  entry  and  exit  into  and  out 
of  the  market. 

4.  No  seller  or  group  of  sellers  can 
influence  price  by  restricting  or 
increasing  output.  A firm  can  sell 
all  it  can  produce  at  the  market 
price  and  still  not  affect  the 
market  price , 


Conditions  of  Perfect  Monopoly 

1.  One  firm. 

2.  Unique  product  for  which  there  is 
no  close  substitute. 

3.  No  other  firm  can  enter  the  market, 

4*  The  monopolist  can  influence  price 
by  selling  different  amounts.  By 
restricting  the  amount  sold,  the 
monopolist  can  force  the  price  up; 
if  the  monopolist  wishes  to  sell 
ruorc.  he  must  be  willing  to  sell 
at  a lower  price. 


Price 


Figure  6 is  an  imaginary  model  of  a monopoly  market c The  supply  curve 

shows  the  amount  the  monopolist  is  willing  to  sell  and  the  demand  curve  shews 

how  much  the  monopolist  can  sell  at  each  price.  Under  the  market  conditions 

shown,  the  price  will  be  $42,00  and  there  will  be  4000  widgets  sold  per  week. 
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Thr  r' looks  . : iu.oo L the  same  as  the  market  made-],  for  po.rft.  c1..  compe- 
Cft-ion  except:  that:  in  flits  cose  flic  supply  curve  is  parallel  Let  the  lior Laontal 
axis  and  is  drawn  at:  flic  market  price,  $42.00*  This  says  that  no  matter  how 
much  is  sold  the  only  price  the  seller  will  accept  in  $42.00.  The  other  differ- 
ence between  this  diagram  and  figures  2 or  3 describing  perfect  competition  is 
that  there  is  only  one  diagram,  whereas  in  the.  perfect  competition  cose  wo  showed 
demand  and  supply  curves  for  an  individual  competitor  as  well  as  market  demand 
and  supply  curves.  The  monopoly  model  demand  and  supply  curves  for  the  market 
and  fur  the  monopolist  arc  the  same.  This  is  because  there  is  only  one  seller; 
therefore  the  market  demand  and  supply  curves  arc  the  monopolist's  supply  and 
demand . 

Price  hetcvriivination 

Although  t'ne  monopoly  market  demand  and  supply  curve  model  looks  much  the 
same  as  the  market  model  for  perfect  competition,  in  the  case  of  perfect  monopoly 
the  market  price  is  not  determined  by  competitive  buying  and  selling.  Instead, 
the  monopolist  can  set  the  price  and  he  can  set  it  so  as  to  make  the  highest 
possible  total  profit. 


In  order  to  set  the  price  the  monopolist  must  have  accurate  information 
about  market  demand --how  much  buyers  will  buy  at  different  prices "-and  about 
the  cost  of  production  at  different  rettes  of  output.  The  table  below  gives  this 
information  for  ou::  imaginary  v?  id  get  monopolist. 
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1000 
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$40 

1000 

$ 48,000 

$34,066 

2000 

31,200 

46 

2000 

lj2 , 000 

60,800 

3000 
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3000 

J.32 ,00.")  _ 

7.8,100. 
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Cl ,000 j 

1 42 

4000  1 

.£jl6cs.;qoo 

87,000  1 

3000  “ 

116,600 

40 

3000 

200,000 

83,400 

6000 

163,200 

38 

6000 

228,000 

64,800 

7000 

221,000 

36 

7000 

252,000 

31,000 

The  first  t\?o  colui.nc  r.hov?  how  much  it  costs  to  produce  different  amounts  of 
widg cts  p v.y  wc c*k,  Notice  that  as  output:  goes  up"  by  1000  widgets  par  weak,  total 
costs  increase  faster  and  faster.  For  instance,  when  output  is  increased  from 
2000  to  3000  widgets , total  cost  goes  up  from  $31,200  to  $33,100  or  by  $21,900, 
However,  vjher*  output  is  increased  from  6000  to  7000  widgets  per  week,  total  costs 
increase  from  $163,200  to  $221,000  or  by  $47,800,  It  costs  more  and  more  to 
produce  larger  amounts;  this  is  the  familiar  lav;  of  diminishing  marginal  returns 
at  work.  These  total  cost  figures  give  the  options  open  to  the  monopolist  with  his 
existing  plant. 


Columns  3 and  4 give  the  market  demand.  From  this  information  v;e  can 
calculate  the  amount  of  total  sales  revenue  which  the  monopolist  would  earn 
at  different  amounts  sold.  These  figures  are  given  in  column  5.  Total  sales 
revenue  equals  the  amount  sold  (the  figure  in  colum  i 4)  times  the  price  (the 
figure  in  column  3),  Tims,  when  the  firm  sells  100)  widgets  per  week,  it  can 
charge  $43,00  par  widget  and  will  take  in  $48,000.  Notice  that  as  th 2 firm 
sells  more  units  total  sales  go  up,  but  that  the  amount  increases  by  smaller  and 
smaller  amounts,  TJhcn  sales  go  from  1000  to  2090  units  a week,  revenue  increases 
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The  exact  amount;  the  monopolist  sells  is  affected  by  both  sales  and  costs, 
and  the  last  column  permits  us  to  predict  the  monopolist rs  decision*  Column  6 
sUoyjs  total  profits  earned  at  different  amounts  sold*  Total  profits  equal  total 
revenue  less  total  costs*  In  this  ease  profits  are;  greatest  when  the  price  is 
$42,00  and  the  firm  sells  4000  widgets  a week. 

If  the  monopolist  has  all  of  this  information  about  costs  and  current 
market  demand,  and  assuming  that  the  firm  maximizes  profits,  it  will  set  the  price 
at  $42*00,  The  monopoly  does  not  have  to  set  price  directly,  however,  for  the 
same  effect  can  be  achieved  by  restricting  available  supply  to  4000  widgets  per 
week,  letting  buyers  compete  with  each  other  to  determine  the  price.  In  this  case 
the  price  would  settle  at  $42,00,  Either  way  the  results  are  the  same. 

In  this  example,  the  monopolist  will  earn  handsome  profits  of  $87,000  per 
week,  more  than  the  cost  of  producing  the  widgets i This  is  an  exaggerated  example; 
monopoly  profits  nay  not  be  so  spectacular.  In  fact,  if  there  is  nor  much  demand 
for  what  the  monopolist  produces,  there  may  be  no  profit  at  all.  The  significant 
thing  to  note  ,s  that  if  monopoly  profits  arc  high,  there  arc  no  competitive 
market  forces  which  v?ill  force  the  price  down,  Hov/ever,  in  perfect  competition, 
when  firms  arc  earning  excessive  profits,  new  firms  enter  the  industry,  increasing 
market  supply  and  reducing  market  price,  therefore  profits  of  the  sellers.  No 
such  competitive  action  is  possible  in  a monopoly  market  because,  according  to 
the  definition  of  monopoly,  there  are  complete  barriers  to  entry.  It  is  impossible: 
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cl:  react  to  a change  in  market.  demand? 

Assume  that  the  demand  for  widgets  increases  and  that  Table  2 provides 
co..t  and  revenue.  Information  necessary  for  the  firm  to  react  to  this  change, 
table  show.;  th.it  the  firm  will  increase  production  to  5000  violets  a week 
that  the  pr'ce  will  increase  to  $44.00.  As  in  the  previous  example,  the  firm 
can  brio-  this  about  either  by  raisin';  the  price  or  by  increasing  output  from 
4000  to  5000  units  per  week.  But,  note,  that  to  take  full  advantage  of  the 
increase  in  demand  the.  monopolist  will  not  simply  increase  the  quantity  uo  6000 
units  per  week,  the  amount  which  buyers  are  now  willing  to  purchase  at  $42.00, 
Total  profits  are  greater  when  quantity  sold  is  restricted  to  5000  units  and  the 
price  is  increased,  to  $44.00. 
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3000 
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00,900 
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G 1,000 

4000 

46.00 

184,000 
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[5000  _ 

116,600  \ 
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44,00  a 

\ 220.000 
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163,200 

6000 

42.00 

252,000 
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7000 

221,000 

7000 

40.00 

280,000 

59,000 

Thus,  the  monopolist  will  restrict  output  in  order  to  maximize  total  profits. 

Wc  can  generalize  from  this  example  to  predict  that  in  a monopoly  market 
the  monopolist  \;ill  react  to  changes  in  demand  by  increasing  quantity  supplied 
and  price  when  demand  increases,  by  reducing  quantity  supplied  and  price  when 
demand  decreases.  The  monopolist  conforms  to  changer,  in  consumer  demand  in  the 
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direct  j out  prod  i.c  ;vo  in  the  lav:  of  .supply  u:u;  dciOiid.  Tir:  di  C ic/encc,  ho'..-\Yr, 
betvncn  t in.-,  of  the  monopol is  t and  that;  of  competitive  i irn;;  is  that  bj 

restricting  increases  in  quantity  sole!,  the  monopolist  can  wake  higher  total 
profits,.  In  addition,  when  demand  goes  UP  Q[  ^ price  and  profits  increase,  nono- 
poly profits  will  remain  high,  v/ncrcas  in  a competitive  Market  the  extra  profit:: 
arc  competed  a way  by  entry  of  new  sellers  into  the  marked  • 

l?e  can  r.n!;o  a similar  analysis  of  the,  effects  of  changing  supply  conditions. 
Suppose  that  wages  increase  by  15%.  This  increase  in  the  cost  of  labor  v/ill  cause 
total  costs  to  incroa.se*  With  these  higher  costs,  it  is  likely  that  the  level 
of  output  at  which  total  profits  arc  greatest  v;ill  now  bo  smaller  and  that  the 
monopolist  v/ill  raise  the  price.  Without  v/orking  out  a specific  example,  you 
can  use  Table  2 to  see  that  this  is  likely  to  be  the  case. 

If  costs  decline,  the  monopolist  will  increase  output  and  will  lower  price. 

But  probably,  the  reduced  costs  will  also  increase  total  profit:  because  the  mono- 
polist v/ill  not  pass  all  of  the  reduced  costs  on  to  the  consumer*  And,  in  contrast 
to  the  case  of  perfect  competition,  the  price  will  not  be  forced  down  to  the 
point  v/herc  all  of  the  reduced  cost  will  be  passed  on  to  the  consumer* 

Thus,  as  in  the  case  of  a change  in  demand,  the  lav?  of  supply  and  demand 
can  be  used  to  predict  the  effect  of  a change  in  market  supply  on  price  and  quan- 
tity sold  in  a monopoly  market*  However,  due  to  the  fact  that  the  monopolist  is 

protected  from  competition  because  it  is  impossible  for  another  firm,  to  enter  the 
market,  any  increase  in  profits  will  not  be  competed  away  in  the  long-run  to 
insure  that  output  is  sold  to  the  consumer  at  the  lowest  possible  price. 

Product.  Quality  and  production  Efficiency  in  a Monopoly  Market 

How  efficient  are  monopolists  and  to  what  extent  does  a monopolist  try 
to  provide  the  consumer  with  high  quality  output? 

From  what  we  have  raid  so  far,  it  should  be  clear  that  for  a business  with  a 

monopoly,  profits  v/ill  be  higher  if  costs  arc  as  low  as  possible  and  if  the  firm 

tries  its  best  to  give  consumers  what  they  want  by  providing  high  quality  products. 
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cot  hi  i l i op::  Oi!  Monopoly  than  under  concrj  t ions  of  nr-rf/vM*  co- ipet  i * :•  on* 

I'irsi  , i f a i ;-*)!KJ1/o].ir»u  is  making  substantial  profit.**,  and  if  there  3.5;  no 
real  possihil  i ty  that  r.oir.r.  other  firm  will  be  able  to  bred;  into  the  market, 
then  it  is  not  necessary  for  the  monopoly  firm  to  worry  constantly  about  ireiucing 
costs  and  improving  quality.  One  effect  of  competition  between  producers  is  to 
keep  producer:,  on  their  toes;  if  firms  do  not  introduce  new  known  Methods  or 
.iniprovfmrnt:'.  in  the  product,  their  profits  will  decline  and  perhaps  disappear* 

A monopolist  does  not  have  to  face  such  competition  and  therefore  can  be  more 
related  about  risking  improvements  in  production  and  product  quality. 

Second,  a monopolist  ir.?*y  well  want  tc  make  the  most  of  the  potential  mono” 
poly  profits.,  and  may  trail  use  profits  to  invent  new  production  techniques  or 
improved  products*  liven  sc,  the  monopolist  may  not  actually  introduce  these  nov; 
inventions  as  scon  as  they  arc  discovered*  Rather,  management  nay  delay  intro- 
ducing the  nev;  technique  or  product  if  the  innovation  requires  the  firm  to  invest 
in  nov?  ‘machinery  or  buildings.  If  there  is  no  competition  to  worry  about,  the 
firm  can  va i t to  make  the  nov;  improvement  until  the  existing  machinery  and  build- 
ings are  worn  out.  \?hy  should  the  firm  invest  in  new  machinery  when  the  existing 
machines  still  have  plenty  of  life  in  then:? 

Thus,  the  Monopolist  may  well  spend  profits  inventing  new  products  and  pro- 
cesses, but  he  has  some  leeway  in  introducing  these  inventions  and  cw.n  plan  invest- 
ment so  as  to  pnxiui&o  profits.  From  one  point  of  viev?  this  ability  of  a mono- 
polist to  tine  innovations  is  bad  for  the  consumer,  because  consumer*;  do  not  get 
the  new  product  or  lower*  costs  as  quickly  as  they  would  if  there  were  more  seller 
competition.  From  another  point  of  view,  one  can  argue  that  the  monopolist 
conserves  resources  by  planning  investment  more  rationally  and  that  the  consumer 
is  better  off  than  he  would  be  if  competition  forced  producers  to  innovate  con- 
stantly, thc-rc-hy  using  up  scarce  resources  trying  to  make  insignificant  improvement: 
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or.  vh.g.  i !:  ay  pro'Vce.  V.hy  do  \;c:  need  a better  mouse  t j np  Loda  y?  '..’iuH'  'r<  vrcnr, 
with  l.i i c old  f-:.  '■  Lr»/i-.. o kind,  or  with  waiting  another  «;j:;  month;;  .‘or  tiir:  new 
mo^oI,  j»:;j  L ! c*r  o 1 y it  by  vailing  we  save  resources? 

Cor*!  a*  l .11:5.;, ; g 3 . } < i *•  l JStjlj t:  I \ ■*  A no;  qnt  o f_  ^ Jog*  up  ol]£ )?  r o f i Ls 

Kcmcrp;>  lists  usually  cannot  completely  escape  compet  itiou , They  face  compa- 
titioii  fro..)  other  industries  which  produce  substitute  products.  For  instance, 
before  World  Tnr  XI  Alcoa  (Aluminum  Company  of  America)  vac  the;  sole  U.3* 
producer  of  aluminum  ingot,  and  although  there  was  no  competition  in  the  aluminum 
induct ry,  Alcoa  faced  competition  from  other  primary  metal  producers  such  as 
copper  artd  steel  producers#  For  some  aluminum  uses  where  there  existed  substi- 
tutes, competition  was  severe  (aluminum  wire)  whereas  for  other  uses  Alcoa  had 
practically  no  competition  (airplane  production). 

The  amount  of  profits  a monopolist  can  earn  is  directly  affected  by  the 
extent  of  competition  from  other  markets.  This  outside  competition  snows  up 
in  the  market  demand.  If  there  arc  close  substitutes  for  what  the  monopolist: 
sells,  then  market  demand  will  be  fairly  clastic  in  the  usual  price  range.  Be- 
caiuic  copper  wire  is  a substitute  for  aluminum  wire,  the  market  demand  for 
aluminum  wire  widl  be  clastic.  A small  percentage  change  in  price  will  bring 
about  a larger  percentage  change  in  quantity  sold.  The  monopolist  cannot  raise 
price  much  v/ithout  a significant  drop  in  the  amount  of  wire  sold. 

It  the  monopolisms  market  demand  is  elastic,  the  monopolist  cannot. raise 
price  r ignif icantly  by  restricting  sal.es;  therefore  monopoly  profits  will  not 
be  too  high.  If  market  demand  is  inelastic  by  restricting  the  amount  available 
for  sale  the  monopoly  will  force  price  up  quite  a bit,  thus  increasing  profits. 

For  instance,  a lone  gas  station  in  an  isolated  community  can  raise  gas 
prices  vray  above  the  prices  charged  in  a large  town  where  there  are  many  gas 
static  is  and  still  not  curtail  the  amount  of  gas  sold  by  very  much.  Assuming 
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L L jj-isor 3. n inn. t: Ion * Konopolis ts  can  so  met ir-cn  increase  profits 
if  they  can  effectively  divide  up  buyers  according  to  the  buyers®  demand  elas- 
ticity for  the  product*  The  monopolist  can  then  charge  some  buyers  a higher 
price  than  others,  thereby  increasing  total  profits  more  than  would  be  possible 
if  only  one  price  were  charged.  This  practice  of  charging  different  buyers  differ- 
ent prices  for  the  same  product  is  called  PS  ICS  DISCRIMIKATIOII. 

Often  a monopolist  can  use  price  discrimination  because  different  buyers 
buy  slightly  different  products*  For  instance,  in  the  case  of  Alcoa|  electronics 
firms  buy  aluminum  wires  vhile  airplane  manufacturers  buy  aluminum  sheet*  If  the 
price  of  aluminum  wire  per  -pound  is  cheaper  th£in  the  price  of  a pound  of  alumi- 
num sheet,  it  doesn't  do  the  plane  manufacturer  much  good* 
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In  this  cane,  the  price  difference  between  aluminum  wire  and  shee  t aluminum 
idcred  an  c: sample  of  price  discrimination  if  the  mark-up  abov>'  costs  is 


higher.  If  it  costs  more  to  produce  - eheot  aluminum  than  aluminum  wire  a price 
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form  ‘ ;n  e ; 

].  II o' 1 is  price  cloterni  nee]  ? 

Tiio  monopoly  sets  price  directly,  or  indirectly  through  restricting  supply, 

at  a price  which  v;ill  bring  the  highest  total  profit.  In  order  to  maximize 

profits  the  monopolist  must  know  what;  the  market  demand  for  the  product  is. 

Then  given  this  information  and  information  about  costs  of  production  at 

different;  output  levels,  the  firm  can  set  the  price  to  maximize  profits. 

The  difference  between  the  pure  monopolist  and  the  pure  competitor  is  that 

because  the  monopolist  supplier:,  the  total  market,  by  choosing  how  mucin  to 

sell,  the  monopolist  also  chooser.;  the  price.  This  is  because  the  buyers 

purchase,  less  o it  put  at  higher  prices.  To  keep  the  price  ‘ igh,  the  inonopo 
list  has  only  t restrict  the  amount  available  to  the  quant,  ty  people  wilf" 
2C  When  do  pricer,  change?  ^^CiijT'at^tjjo"  dehi’ivu'"pVf * ^ 

Prices  change  in  response  to  changes  in  demand  or  supply  co. editions  in  the 

directions  predicted  by  the  lav:  of  supply  mid  demand#  Howe  'Cr,  prices  do 

not  change  in  response  to  entry  or  exit  of  conpet itiors , Pnr.au so.  there  arc 

no  compotitois  in  the  market  and  there  is  no  possibility  ol  entry,  if  the 

tronopol  ist  is  earning  excessive  profits,  nev:  producers  cannot  enter  to 

increase  market  supply  and  to  reduce  price  and  excess  profit*. , 
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v i n short,  there  are  no  market  competitive 
shed  monopolist  to  ine.xixiire  efficiency  or  to 
o 1“ : • quality  of  the  ^oods  or  services*  The 
i nu.ovat ivo. , but  it  docs  not  ly.iye  to  be  to 

allocated?  From  the  foregoing  analysis  it 
higher  and  output  is  less  per  clay  than  it  v/ould 
at  the  same  scale  of  production  but  in  a com** 


pcti.ti.ve  market*.  The  monopolist  restricts  output  in  order  to  cell  at  a higher 
price  and  at  higher  total  profit,  in  addition,  the  absence  of  competitive 
pressure:;  means  th  rt  there  are  no  cost  or  qua  LiLy  standards  set  by  the  market 
co  which  Che  producer  must  conform;  therefore,  costs  can  be  hi;  her  than  they 
ini^.ht  be  if  the  producer  had  some  compel; it ioi  . 

r\ ; 

.Monopoly  urckcts  d>  not  operate  to  make  eons*  uers  sovercie}n--L<  produce  what 
buyers  vent  at  the  lowest  possible  cost  and  [rice,  Neverthclc:  s , consumers 
have  an  effect  on  vonupoly  priciu;;  and  output  decisions. 
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want*  at  the  Kr.cM'  possible  cool:,  The  monopoly  be  a cybernetic 

system  i.o  s i.  mire  profits,  bat  docsn  *t  have  to  be.  There  are  no  compel:!- 

tivo  pres :c-.r>  \/. 1 5 oh  require  . to  minimiac  costs  aria  v/nic.i  force  the  pice 
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clove  to  this  l.J.ivii cost . The  "rent  virtue  of  a purely  competitive  market 
economy  is  that  the  invisible',  hand  of  the  market  operates  to  protect:  the 
consumer,  aw",  to  make  him  kin"  of  the  economy.  This  invisible  hand  is 
producer  r.ud  consumer  competition  and  there  is  no  escaping  it  for*  the  pure 
competitor.  On  the  other  hand,  in  a pure  monopoly  market,  thci 3 is  no  direct 
■ mr.ipstit  io.m'-no  invisible  hand.  The  buyer  be  ..'are! 
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CHAPTER  13 


THE  ORGANIZATION  OF  IMPERFECTLY  COMPETITIVE  MARKETS 

I . I ntroduction 

In  this  and  the  following  chapter  we  study  industry  organization,  the 
field  of  economics  which  applies  and  extends  market  theory  to  the  empirical 
study  of  U.S.  Industries. 

, In  previous  chapters  we  derived  the  competitive  conduct  and  long-run 
performance  of  pure  competition  and  pure  monopoly  from  our  assumptions  about 
the  market's  structure — its  supply  and  demand  conditions.  This  analysis 
should  have  given  you  some  insights  into  the  mechanics  of  how  a market 
system  allocates  resources.  However,  we  cannot  draw  conclusions  about  U.S. 
market  operation  from  the  analysis  of  pure  markets  alone,  because  the  condi- 
tions of  pure  competition  and  pure  monopoly  do  not  exist  In  many  U.S.  markets 
today.  Most  markets  are  imperfecriy  competitive — market  structure  (the 
demand  and  supply  conditions)  lies  somewhere  between  the  two  extremes. 

The  objective  of  industrial  organization  studies  is  to  learn  how  markets 
actually  operate  and  to  reach  generai  conclusions  (theories)  which  permit  us 
to  predict  conduct  and  performance  in  markets  which  are  imperfectly  competi- 
tive. Jus+  as  is  the  case  in  the  pure  models,  you  will  find  that  the  success 
of  an  industry  in  turning  in  a good  performance  for  owners  or  for  the  public 
depends  on  the  structural  character i st i cs  of  the  industry — the  number  of 
firms  and  the  relative  market  power  of  the  largest  ones,  the  ability  of  new 
firms  to  enter  the  marker,  the  nature  of  the  good  or  service  sold,  the  type 
of  buyers,  the  rate  of  growth  In  market  demand. 

One  can  judge  an  industry's  performance  from  the  point  of  view  of  the 
market  sellers  who  want  to  maximize  their  profits,  or  from  the  point  of  view 
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of  the  public.  The  basis  of  judging  an  imiusiry’s  service  to  ine  general 
public  is  how  industry  action  promotes  the  economic  goals  of  our  society, 
namely,  freedom,  justice,  progress,  stability  and  security.  In  general,  as 
you  might  expect  from  what  you  already  know  about  the  pure  markets,  the  more 
market  structure  resembles  monopoly  the  less  well  these  goals  are  achieved 
from  the  point  of  view  of  the  general  public.  One  important  purpose  in  under- 
taking industrial  organization  studies  is  to  determine  the  extent  of  competi- 
tion and  monopoly  in  our  market  system  and  the  effect  of  this  existing  market 
structure  on  the  quality  of  American  economic  life.  Answers  to  these  questions 
are  crucial  to  public  policy  con  * i .'crat  ions  about  the  need  for  government  con- 
trol over  business  activity. 

Indeed  one's  views  of  how  just,  free,  progressive,  stable  our  economy  is 
and  how  great  is  the  reed  for  government  controls  over  business  depend  on  con- 
clusions about  the  prevailing  market  orgarvi  zation  of  U.S.  industry.  For 
instance,  conservatives  favor  reduc i nggovernment  controls  over  business  because 
they  are  convinced  that  competitive  markets  allocate  resources  to  satisfy 
consumer  &.  nand,  thai'  govc: 'mont  interference  in  markets  reduces  efficiency 
and  that  competitive  markets  predominate  in  the  U.S.  market  system.  Liberals, 
who  favor  using  govcrr.-r'it  controls  over  markets,  also  oelieve  that  competitive 
markets  are  good  ailocat  "s , but  they  are  convinced  that  most  important  markets 
in  the  U.S.  are  d mlnat  J by  a few  large  firms  and  that,  by  and  large,  govern- 
ment operates  to  promote  the  public  welfare.  Those  on  the  radical  left  advocate 
a complete  restructur i r.g  of  the  economy  on  the  grounds  that  American  industry 
is  dominated  by  big  business  which,  in  turn,  is  controlled  by  a ruling  class 
of  managers  and  major  stockholders,  and  that  government  intervention  cannot 
effectively  protect  the  public  because  the  ruling  class  leaders  gain  control  over 
the  government  regulators. 
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!r,  dustry  organization  of  fuels  i he  achievement  of  ail  t i ve  oasic  economic 
goals  to  some  degree,  but  the  greatest  impact  is  on  progress  and  stability.  An 
economy  which  is  slable  and  progressive  maintains  a steady  rate  of  growth,  full- 
employment  of  its  manpower  and  capital  resources,  price  stability  and  a continued 
improvement  in  the  satisfaction  of  its  population’s  wants.  To  achieve  these 
goafs,  industries  must  be  efficient;  they  must  nofemploy  too  many  or  too  few 
resources.  This  requires  firms  to  produce  at  low  costs--to  operate  at  ful I 
capacity,  conserve  raw  materials  and  manpower,  choose  the  most  efficient  mode  of 
production.  They  should  also  be  progress i ve--they  should  invest  in  efficient 
human  and  capital  resources,  raise  the  quality  and  variety  of  goods  and  services 
available  for  consumption  and  improve  the  technology  of  production.  Finally, 
markets  should  operate  so  that  prices  are  flexible — so  that  changes  in  consumer 
demand  or  supply  conditions  cause  prices  to  change,  thereby  causing  resources  to 
move  in  and  out  of  markets.  When  demand  drops,  workers  and  capital  should  leave 
the  industry  and  enter  other  markets  where  demand  is  increasing.  Because  price 
flexibility  helps  to  maintain  full  employment  of  the  nation’s  resources  without 
inflation,  market  competition  which  contributes  to  flexible  prices  also  contributes 
to  the  ovei — all  goal  of  stability. 

The  study  of  industry  organization  necessarily  culminates  in  an  examination 
of  our  public  policy  related  to  industry  regulation  and  control.  What  controls 
exist?  Are  they  necessary?  Do  they  work  to  enable  and  entourage  businesses  to 
conduct  their  affairs  so  as  to  perform  well  from  the  public's  point  of  view?  Are 
the  policies  self-consistent,  do  they  need  to  be  changed?  Would  the  proposed 
changes  be  any  more  effective? 

Before  we  can  turn  to  the  heady  subject  of  public  policy,  however,  it  is 
necessary  to  get  some  background  experience  studying  U.S.  market  operation.  This 
chapter  introduces  the  terminology  of  industry  organization  which  will  f.ermit 
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businesses  are  classified  into  industries;  (2)  define  and  illustrate  the  major 
market  structure  characteristics  wnich  permit  us  to  differentiate  between  different 
kinds  of  markets;  (3)  give  a system  for  classifying  markets  according  to  the 
degree  of  market  competition;  (4)  define  and  illustrate  the  major  classes  of 
competitive  conduct  between  businesses;  and  (5)  give  the  long-run  performance 
character i sf i cs  which  describe  the  extent  1o  which  industry  conduct  promotes 
progress  and  stability. 


An  industry  is  a group  of  firms  which  compete  to  sell  the  same  or  a similar 
good  or  service.  Here  'compete'  is  the  crucial  word;  business  firms  are  in  the 
same  industry  if  they  compete  in  the  same  market — if  they  are  highly  sensitive 
to  each  others'  markcT  behavior  but  are  not  sensitive  to  the  behavior  of  firms 
in  another  industry.  If  firms  are  correctly  classified  together  as  one  industry, 
then  each  firm  in  the  industry  is  affected  by  pricing,  advertising,  packaging, 
product  changes  of  other  firms  in  the  same  industry,  but  relatively  unaffected 
by  the  same  kinds  of  behavior  of  firms  outside  their  industry. 

An  industry  is  defined  in  terms  of  the  market  for  the  good  or  service  of 
that  industry.  In  this  sense,  the  terms  industry  and  market  are  used  inter- 
changeably. The  automobile  industry  can  be  referred  to  as  the  automobile  market 
ana  when  we  speak  of  industry  structure  or  market  structure,  we  mean  the  same 
thing— the  character'!  st  ics  of  the  firms  which  supply  a particular  market. 

It  is  easy  to  define  a market  or  industry  when  we  are  studying  a model  market, 
because  we  create  the  market  by  setting  up  our  assumptions  about  the  kinds  of 
businesses  in  the  market.  Unfortunately,  for  at  least  three  reasons  it  Is  not 
casv  to  divide  up  real  businesses  into  distinct  industries  (markets). 

First,  in  pure  compel iton  and  pure  monopoly  models  we  can  set  up  ‘he  model 
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so  that  each  good  or  service  is  distinct,  really  different  from  every  other  one, 
and  we  can  assume  that  each  is  sold  in  a different  market.  However,  when  it  comes 
to  identifying  real  markets,  we  find  that  firms  in  the  same  industry  often  do 
not  sell  exactly  identical  goods  or  services.  Each  toothpaste  manufacturer  sells 
a slightly  different  product.  The  toothpaste  smells  or  tastes  or  looks  different, 
it  is  packaged  differently,  it  has  a different  brand  name,  different  advertising 
is  used  to  sell  it.  Vet  all  toothpaste  producers  are  obviously  competing  in  the 
same  market.  These  differences  in  the  product  are  even  more  apparent  when  the 
thing  sold  is  a service.  Each  record  store  provides  slightly  different  services 
in  selling  records.  The  choice  of  records  may  be  different,  the  sales  people 
are  different,  the  location  is  different,  each  store  has  slightly  different  rules 
about  selling  on  credit  or  accepting  checks,  etc.  Even  gas  stations  which  seem 
to  provide  identical  services  (down  to  clean  restrooms)  do  not,  mainly  because 
they  are  more-or-!ess  conveniently  located  when  you  need  gas.  As  soon  as  we 
recognize  that  firms  in  the  same  market  sell  similar  but  not  always  identical 
goods  and  services,  we  are  faced  with  the  problem  of  defining  how  similar  products 
must  be  to  be  classified  in  the  same  market  or  industry.  Vie  will  refer  to  this 
as  establishing  horizontal  industry  boundaries,  defining  how  close  a substitute 
products  in  the  same  industry  are  for  each  other. 

A second  problem  is  to  establish  vertical  industry  boundaries.  Because  of 
specialization,  many  products  are  parts  of  finished  goods  or  are  materials  which 
go  into  the  production  of  finished  goods.  Inputs  go  through  several  stages  of 
production  before  a final  output — a car,  a pair  of  shoes,  a lathe — is  produced. 
Even  though  the  output  of  each  stage  may  be  sold  in  a separate  market,  often  there 
are  vertitally  integrated  firms  which  produce  and  sell  in  each  of  these  markets. 
For  example,  the  large  steel  firms  are  vertically  Integrated;  they  sell  steel 
at  all  stages  of  production  from  ingots  to  finished  steel  prepared  to  exact 
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customer  specifications.  In  addition,  they  may  own  iron  mines,  coal  mines  and 
transportation  facilities  for  hauling  materials  and  finished  output.  The  larger 
producers  like  U.S.  Steel  compete  in  almost  all  of  these  marekts,  while  smaller, 
"independent"  steel  companies  may  sell  in  only  one  or  two  markets.  The  question 
to  settle  in  deciding  on  vertical  industry  boundaries  is  how  many  stages  of. 
production  should  be  included  in  one  market  or  industry.  If  the  stages  are 
separated  into  different  industries,  then  the  sales  of  large,  integrated  trims 
like  U.S.  Steel  have  to  be  split  up  somehow. 

Finally,  geographic  boundaries  define  an  industry.  This  was  discussed  in 
Chapter  8 when  we  defined  markets  and  distinguished  between  local,  regional  and 
national  markets.  The  geographic  boundary  of  a market  is  the  area  containing 
most  competing  buyers  and  sellers.  For  many  reasons,  competition  may  be  limited 
to  local  or  regional  areas.  For  instance,  some  products  are  expensive  to 
transport,  relative  to  their  cost  of  production.  This  high  transportation  cost 
permits  local  producers  to  sell  the  product  for  a lower  price  than  more  distant 
producers.  Beer  and  cement  are  both  sold  in  regional  markets  for  this  reason. 

In  the  .case  of  beer,  national  brands  such  as  Schlitz  and  Budweiser  compete  in 
regional  markets  with  local  brands  such  as  Re  ingold  in  New  York  and  Lucky  in 
California.  Another  example  of  regional  markets  are  the  radio  and  television 
industries  where  technical  transmitting  limitations  and  state  laws  have  created 
local  stations  which  can  alfiliate  with  ABC,  CBS  and  NBC.  The  local  stations 
compete  with  each  other  fo<  listeners,  as  do  the  national  broadcasters. 

To  summarize,  there  are  three  kinds  of  boundary  problems  in  setting  up  rules 

to  define  industries  and  to  classify  firms  into  these  industries:  first,  the 

need  to  establish  horizontal  limits  which  define  how  close  substitutes  goods  or 

services  must  be  to  be  classified  in  the  same  industry;  second,  the  need  to  set 

vertical  limits  on  the  number  of  stages  of  production  of  one  kind  of  product  to 
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include  as  one  industry;  and  Third,  The  geographic  limits  to  use  in  defining 
markets.  For  purposes  of  empirical  investigation,  manufacturing  industries  are 
usually  defined  using  the  Standard  Industry  Classification  System  developed  by 
experts  in  government  and  business.  It  divides  firms  into  major  manufacturing 
industries  (twenty)  which  are  1 hen  subdivided  into  more  narrowly  defined  indus- 
tries, each  of  which  are  further  redefined  into  even  more  narrowly  defined  indus- 
try classes.  In  all,  there  ere  seven  levels  or  gradations  of  industry  classifi- 
cations. This  permits  the  researcher  to  study  very  broadly  or  very  narrowly 
defined  industries,  depending  on  the  purpose  of  the  study.  In  this  course,  we 
will  stick  to  broadiy  defined  industries  like  aluminum  and  car  manufacture. 

Each  of  these  industries  includes  several  sub i ndustr i es  or  markets — all  tied 
together  because  they  produce  at  some  stage  of  production  of  the  final  product  or 
because  they  produce  substitute  products  (different  kinds  of  motor  vehicles  or 
aluminum  products). 


The  structure  of  an  industry  (or  market)  refers  to  the  supply  and  demand 
conditions  in  the  industry,  the  characteri st ics  which  describe  industry  organiza- 
tion and  competitive  conditions.  The  most  important  categories  used  to  describe 
an  industry's  structure  are:  (!)  market  concentration,  (2)  barriers  to  entry, 

(3)  product  differentiation,  (4)  price  elasticity  of  demand,  (5)  growth  rate  of 
demand  for  the  industry  products.  The  first  two  describe  basic  industry  supply 
conditions  and  the  last  three  are  demand  conditions! 

An  industry's  structure  (the  above-  conditions)  change  gradually  over  time 
with  changing  consumer  tastes,  industry  technology  and  market  strength  of  indi- 
vidual competitors.  Because  they  describe  the  competitive  environment  in  which 
business  executives  operate  in  making  pricing,  production  and  sales  decisions, 
information  about  these  character i st i cs  will  permit  us  to  predict  the  competitive 
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conduct  of  firms  in  an  industry. 
Market  Concentration 


Market  concentration  describes  the  relative  size  of  the  largest  sellers 
in  a market.  Industry  concentration  is  measured  by  calculating  the  percentage 
of  total  industry  sales  or  employment  made  by  the  largest  firms.  These 
concentration  ratios  arc  usually  given  for  the  four  largest,  the  eight  largest 
and  the  twenty  largest  firms — that  is,  the  percentage  of  sales  of  the  industry 
product  which  is  controlled  by  the  largest  four  firms,  the  largest  eight  firms 
and  the  largest  twenty  firms.  Using  any  one  of  these,  a monopoly  would  have  a 
concentration  ratio  of  1 00/5  because  one  firm  has  all  of  the  sales,  whereas  even 
the  largest  twenty  firms  in  a purely  competitive  industry  would  account  ‘or  less 
than  1$  of  industry  sales. 

Economists  categorize  industries  according  to  the  degree  of  concentration, 
as  measured  by  concentration  ratios,  ranging  from  pure  monopoly  with  concentration 
ratios  of  100$,  through  various  kinds  of  imperfect  competition  with  ratios  iesi; 
than  100$,  to  pure  competition  v,here  the  concentration  ratio  is  almost  zero. 

Table  I gives  concentration  ratios  of  selected  industries  for  1958. 

Concentration  ratios  give  only  a gross  (and  sometimes  inaccurate)  general 
measure  of  the  relative  power  of  the  large  firms  in  any  indusfry;  they  do  not 
tell  the  whole  story  of  industry  concentration.  Even  with  industries. wi th  identi- 
cal concentration  ratios  there  can  be  great  differences.  For  example.  Industry 
A and  Industry  B might  both  have  concentration  ratios  for  the  largest  firms  of: 

80$.  Ih  Industry  A,  the  four  largest  firms  each  control  20$  of  sales,  while  in 
Industry  B,  the  largest  firm  has  65$  of  the  market  and  the  other  three  have  5$ 
each.  In  Industry  B.,  the  number  one  firm  dominates  the  industry,  while  in  the. 
first  industry  four  firms  dominate  the  industry.  Competitive  behavior  of  the 
firms  will  be  quite  different  as  a result.  ■ 
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TABLE  I 


Percent  of  Shipments  Accounted  for  by  Large  Manufacturing  Companies 

Selected  industries,  1955 


T 

Value  of  Shipments  ■ 

Number 

percent  made  by — 

of 

Total 

4 largest 

8 largest 

| 1 ndustry 

Compan i es 

(mi  1 dol ) 

compan i es 

compan ies 

Motor  Vehicles  and  Parts 

989 

6,419 

75 

81 

Blast  Furnaces  and  Steel  Mills 

148 

5,980 

53 

70 

Fluid  Milk 

5,008 

5,802 

23 

29 

Newspapers 

7,947 

3,6!  6 

17 

24 

Ai rcraft 

I 13 

3,376 

59 

83 

Sawmills  and  Planing  Mills 

15,731 

3,158 

8 

12 

Radios  and  Related  Products 

1,797 

2,553 

27 

38 

Tires  and  Inner  Tubes 

38 

2,272 

74 

88 

Cigarettes 

12 

2,159 

79 

99+ 

Beer  and  Ale 

21  1 

1,980 

28 

44 

Flour  and  Meal 

703 

1,970  j 

38 

51 

Paints  and  Varnishes 

1 ,428 

1,736 

25 

36 

Meat  Packing  Plants 

2,646 

1 ,677 

34 

46 

T ractors 

109 

1,576 

69 

90 

Bottled  Soft  Drinks 

3,989 

1 ,435 

1 1 

15 

Motors  and  G'  - : :.tors 

317 

1 ,360 

47 

56 

Aluminum  Roiling  and  Drawing 

139 

1,347 

78 

85 

Electrical  Control  Apparatus 

508 

I ,337 

49 

65 

Wood  Furniture,  Not  Upholstered 

2,742 

1,311 

9 

13 

Men's  and  Boys'  Suits  and  Coats 

1 ,275 

1 ,261 

'I 

19 

Source:  Department  of  Commerce,  Bureau  of  the  Census 
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Furthermore,  because  of  difficulties  in  defining  the  boundaries  of  an 
industry,  concentration  ratios  do  not  always  give  an  accurate  description  of  the 
relative  importance  in  the  market  of  the  largest  firms.  Usually,  concentration 
ratios  are  calculated  from  estimates  of  the  market  value  of  shipments  of  firms 
classified  in  that  industry  lor  the  whole  country.  If  the  product  is  sold 
primarily  in  local  or  regional  markets,  there  may  be  only  a few  firms  selling 
the  industry  output  in  one  region,  but  hundreds  of  producers  in  the  nation,  each 
contributing  a small  proportion  of  national  sales.  In  such  a case  national 
concentration  ratios  would  show  that  the  largest  firms  account  for  a small  per- 
cent of  total  shipments,  suggesting  much  less  concentration  than  actually  exists 
in  the  local  or  regional  markets 

Despite  the  problems  of  measuring  concentration,  it  is  a very  important 
industry  characteristic  and  the  industry  researcher  must  try  to  get  an 
accurate  picture  of  the  relative  importance  of  the  x i rms  competing  in  the  indus- 
try. The  higher  the  concentration  in  an  industry,  the  greater  is  the  possibility 
that  the  industry  will  be  able  to  maintain  high  enough  prices  to  produce  excess 
profits  for  the  firms  in  the  industry.  Higher  than  normal  profits  fora  whole 
industry  indicate  that  too  few  resources  are  flowing  into  the  industry  and  that 
prices  are  inflexible. 

Barriers  to  Entry 

By  barriers  to  entry  we  mean  any  industry  supply  or  demand  condition  which 
makes  it  difficult  for  new  firms  to  enter  into  market  competition  with  the  firms 
already  in  the  industry.  While  measures  of  concentration  indicate  the  current 
strength  of  the  largest  firms  in  an  industry,  the  extent  and  effectiveness  of 
barriers  to  entry  indicate  the  probable  success  of  these  firms  in  maintaining  their 
current  market  position.  There  are  five  general  kinds  of  barriers  to  entry;  the 
first  four  are  supply  conditions,  the  last  Is  a demand  condition:  (I)  existence 
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of  economies  of  scale;  (2)  high  capital  requirements  for  entering  and  remaining 
in  the  industry;  (3)  existing  firms'  cibsolute  cost  advantages  because  of  their 
control  over  essential  resources,  manpower  and  know-how,  or  production  methods; 
(4)  laws  which  bar  or  limit  competitors  from  entering  the  industry;  (5)  ability 
to  differentiate  the  product. 

Economies  of  scale.  There  are  economies  of  scale  when  the  most  efficient 
size  production  operation  is  very  large.  Here  'scale'  refers  to  the  size  o* 
the  factory  or  stone  or  construction  firm  or  mining  company.  Economies  of  scale 
means  that  there  is  lower  production  cost  per  unit  with  a large  scale  production 
operation  than  with  smaller  scale  operation.  It  would  probably  cost  several 
thousand  dollars  for  a small  body  shop  to  buy  and  assemble  all  the  parts  to  pro- 
duce a new  Ford,  but  Ford  Motor  Company  mass  produces  cars  so  that  the  dealer 
can  sell  some  models  for  loss  than  $3000.  The  optimum  sized  automobile  assembly 
plant  requires  a production  level  between  300,000  to  600,000  cars  per  year — 
approximately  3 to  6$  of  1965  output.  One  factory  can  produce  most  of  the  motor 
blocks  needed  for  one  automobile  company. 

There  are  economies  of  scale  in  nonmanufacturing  industries  as  well. 

Large  grocery  store  chains  have  an  advantage  over  smaller  competitors  because 
they  can  buy  much  larger  quantities  and  receive  a discount.  Large  trucking 
firms  can  afford  to  operate  warehouses  because  of  the  volume  of  their  business. 
Large  banks  have  enough  depositors  and  borrowers  to  permit  them  to  use  computer 
equipment  to  reduce  the  accounting  costs  of  running  a bank. 

Capital  requirements  for  entering  and  staying  in  business.  In  industries 
where  there  are  economies  of  scale,  going  into  business  requires  enormous  amounts 
of  capital,  including  large  amounts  of  money  to  meet  losses  which  will  probably 
be  incurred  during  the  first  years  when  the  firm  is  establishing  ilself.  Once 
in  business  there  are  large  capital  requirements  for  expansion  of  production 


facilities,  for  research  and  development,  for  advertising  campaigns,  etc. 

To  use  the  aluminum  industry  as  an  example  this  time,  in  the  1950's  a new 
aluminum  producer,  Ormet,  was  organized  to  produce  at  the  first  three  stages  of 
production  of  aluminum  (bauxite  mining,  bauxite  refining  into  alumina,  reduction  of 
alumina  into  aluminum  ingots).  Ormet' s integrated  facilities  for  stages  one  to 
three  was  reported  to  cost  $224  million;  in  addition,  they  required  $17.5  million 
in  working  capital.  To  finance  the  project,  Ormet  borrowed  $100  million  from 
ten  banks  and  sold  another  $100  million  of  bonds  to  a group  of  investors.  01  in 
Mathieson  Chemical  Corporation  and  Revere  Copper  and  Brass,  Inc.,  the  founder 
and  joint  owners  of  the  new  company,  provided  the  remaining  financing. 

Absolute  cost  advantages  of  existing  firms.  A firm  has  an  absolute  cost 
advantage  over  another  firm  if  its  cost  per  unit  of  output  is  lower  than  a 
competitor's,  even  when  both  firms  operate  at  the  same  scale  of  production.  In 

this  case,  economies  of  scale  do  not  explain  the  lower  cost  per  unit.  Absolute 
cost  advantages  exist  when  a firm  controls  essential  or  superior  resources  or 
processes  used  in  production.  This  could  include  control  over  raw  materials, 
skilled  labor,  talented  engineers,  managers,  patent  rights  to  some  important 
production  process  or  kind  of  capital  equipment.  Any  of  these  conditions  help 
create  cost  disadvantages  for  new  firms,  because  they  must  pay  higher  prices 
for  resources,  or  get  along  with  more  inferior  inputs  or  production  processes. 

Up  to  World  War  II  Aluminum  Company  of  America  (Alcoa)  had  a virtual  monopoly 
due  partly  to  Alcoa's  success  in  gaining  rights  over  Important  patents  on  aluminum 
production,  which  increase'  rival  costs  because  they  must  buy  royalties  for  the 
right  to  use  the  processes.  In  addition,  Alcoa  gai'ned  control  of  two  important 
resources — bauxite  and  electric  power.  Although  bauxite  can  be  found  almost 
anywhere,  rich  deposits  do  not  occur  everywhere,  and  the  ore  is  heavy,  therefore 

costly  to  transport  any  distance.  Bauxite  must  be  refined  into  alumina,  then 
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the  alumina  powder  is  turned  into  aluminum  metal  through  an  electrolytic  process 
requiring  huge  amounts  of  electricity.  In  the  early  part  of  this  century  the 
electricity  was  generated  in  privately  constructed  hydroelectric  plants — plants 
which  had  to  be  located  where  the  water  power  was  and  at  private  expense.  Alcoa 
bought  up  most  of  the  bauxite  deposits  and  water  power  sites  which  were  near 
each  other,  thereby  assuring  herself  the  cheapest  supply  of  two  basic  inputs  in 
the  production  process. 

Laws  restricting  entry  into  an  industry.  Government  action  can  protect  firms 
in  on  industry  from  further  competition,  or  can  restrict  the  number  of  compe- 
titors which  enter  the  industry.  To  protect  the  interests  of  inventors  who  often 
invest  much  time  and  money  to  create  a new  product  or  process,  the  government 
grants  patents  which  prohibit  others  from  reproducing  the  product  or  using  the 
process  without  the  permission  of  the  patent  owner.  Patents  have  a seventeen 
year  life  and  can  be  renewed  for  an  additional  seventeen  years;  however,  they 
rarely  give  the  owners  protection  for  thirty-four  years.  If  a new  invention  is 
profitable,  it  is  often  possible  to  figure  out  how  to  copy  and  change  it  enough 
to  get  around  the  patents.  Nevertheless,  patents  afford  some  protection  from 
compet i t ion . 

Another  form  of  government  protection  is  licensing  and  permit  laws.  Lawyers, 
doctors,  public  accountants,  electricians,  insurance  brokers,  real  estate  brokers, 
engineers,  etc.,  cannot  practice  their  profession  or  occupation  without  a license. 
Licensing  often  requires  the  person  to  meet  certain  training  and  experience 
standards,  and  entry  of  new  businesses  is  restricted  by  government  laws  requiring 
new  businesses  to  have  a license  to  operate.  Bars  and  restaurants  in  most  states 
cannot  sell  liquor  without  a license  and,  in  addition,  the  state  limits  the  num- 
ber of  licenses.  New  airlines  and  trucking  firms  operating  between  states  must 
be  licensed  by  the  Federal  Government.  In  most  industries  providing  public 
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utilities  (electric  and  gas  power',  water,  telephones),  firms  cannot  start  in 
business  without  government  sanction.  Tariffs,  excise  taxes  on  imported  goods, 
are  another  kind  of  government  restriction  of  competition.  In  this  case, 

American  consumers  pay  a tax  on  imported  goods  which  will  raise  import  prices 
relative  to  prices  of  the  domestic  good. 

Ability  to  differentiate  the  product.  By  product  differentiation  we  mean 
the  ability  of  a seller  to  convince  his  customers  that  the  company's  product 
or  service  is  different  from  that  supplied  by  competing  companies.  Soap,  razor 
blades,  toothpaste,  washing  machines,  automobiles — almost  any  consumer  good  or 
service — are  differentiated  products.  It  is  important  to  emphasize  that  the 
term  differentiation  does  not  necessarily  refer  to  the  physical  characteristics 
of  the  products,  since  they  may  be  practically  indistinguishable.  (Try  the 
blindfold  test  on  five  brands  of  powdered  coffee,  or  three  brands  of  stainless 
steel  razor  blades,  or  Post  versus  Kellogg  corn  flakes,  and  see  for  yourself 
if  you  can  find  real  physical  differences.)  Differentiation  refers  to  anyth i ng  ' 
which  convinces  the  buyer  that  there  is  a difference  between  competing  goods  or 
services:  advertising,  packaging,  style  differences,  differences  in  quality, 

different  brand  names,  differences  in  servicing,  etc. 

In  industries  where  product  differentiation  is  possible,  each  business 
necessarily  trios  to  convince  buyers  that  its  product  or  service  is  different,  and, 
of  course,  superior  to  that  of  competitors.  The  higher  the  degree  of  consumer 
loyalty  to  a firm's  product — the  extent  to  which  people  would  rather  fight  than 
switch  to  a new  brand — the  harder  it  is  for  a new  firm  to  enter  into  competition 
with  the  older  firms.  The  new  cigarette  manufacturer  must  win  over  customers 
from  the  older  competitors.  This  may  be  possible,  but  it  will  certainly 
mean  heavy  advertising  and  selling  expenses,  or  it  may  require  the  new  firm  to 
offer  the  product  for  sale  at  a much  lower  than  usual  price.  Anyway  you  look 
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«;t  it,  the  new  f i mi  wiii  probably  be  at  a disadvantage. 

Product  Pi f ferent i at  ion  as  a Major  Market  Structure  Characteristic 

Not  all  products  can  be  differentiated;  some  businesses  sell  essentially 
standardized  products — something  like  wheat,  bricks,  steel  ingots,  pipe, 
heavy  machinery  built  to  exact  specification.  These  goods  are  seen  by  buyers 
as  'standard! zed. ' Thy  buyers  don't  see  any  difference  between  one  seller's 
product  and  another's;  advertising  and  brand  names  won't  even  convince  them  of 
a difference.  Standardized  products  are  usually  agricultural  commodities,  minerals, 
construction  materials,  machinery,  semifinished  products.  Whereas  differentiated 
products  are  often  consumer  goods,  standardized  products  are  usually  bought  by 
producers  to  be  used  in  some  further  production  process.  Businessmen  are  inter- 
ested in  the  actual  physical  characteri sties  of  the  good  and,  therefore,  they 
are  not  affected  by  advertising,  packaging,  etc. 

This  quality  of  the  good  or  service,  whether  or  not  it  is  standardized  or 
differentiated,  is  a very  important  demand  condition;  it  is  a character i st Ic  of 
the  market  which  profoundly  affects  competitive  behavior  of  firms  in  the  i rdusf 
try.  If  h is  possible  to  differentiate  the  product,  then  the  business  will  find 
it  profitable  or  necessary  to  engage  in  advertising,  to  constantly  improve  or 
change  the  looks  or  quality  of  the  product,  to  provide  various  new  services  to 
customers,  etc.  We  will  see  later  that  we  can  categorize  markets  according  to 
this  demand  characteri stic. 

Price  Elasticity  of  Demand 

As  you  know,  price  elasticity  of  demand  measures  how  responsive  buyers  are 
to  changes  in  price.  If  small  percentage  changes  in  price  cause  large  percentage 
changes  in  the  amount  of  the  product  whici  is  sold,  then  demand  is  elastic.  If 
buyers  are  relatively  unresponsive  to  <• <ce  changes,  then  demand  is  inelastic. 
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High  price  elasticity  is  generally  found  in  markets  where  the  product  price 
is  significantly  high  for  the  buyer  to  take  buying  the  product  seriously,  where 
the  product  has  close  substitutes  and  where  it  is  a luxury.  Building  materials 
demand  is  price  elastic.  A builder  can  choose  from  several  varieties  ot  roofing- 
shingles,  shakes,  composition  slate,  tile,  etc.  Window  frames  can  be  made  of 
wood,  steel,  aluminum,  and  the  interior  walls  can  be  finished  with  lath  and  plas- 
ter, plaster  board  or  synthetic  panelling,  etc.  Each  of  these  products  must 
be  competitively  priced;  firms  producing  for  these  markets  cannot  quote  prices 
which  are  out  of  line. 

A basic  industrial  product  like  steel  has  a low  price  elasticity  of  demand. 
It  is  a necessary  ingredient  in  an  enoumous  variety  of  manufactured  articles, 
and  the  steel  component  of  most  manufactured  products  represents  a small  portion 
of  the  cost  of  the  product.  For  example,  there  is  only  about  $160  'worth  of 
steel  in  an  automobile  and  this  represents  aboul  6%  of  the  total  cost.  Further- 
more, because  the  price  of  steel  is  low  compared  with  substitutes,  there  is 
very  little  substitution  of  other  materials  for  many  steel  uses. 

In  general,  price  elasticity  is  related  to  the  extent  of  price  competition. 
Elasric  demand  means  that  there  are  close  substitutes,  which  means  that  the  firms 
in  the  industry  can  increase  sales  considerably  by  a small  price  drop.  For 
instance,  aluminum  manufacturers  may  be  able  to  draw  customers  away  from  copper 
wire  by  reducing  the  price  of  aluminum  wire  slightly.  Then,  within  an  industry, 
each  firm  produces  a product  which  is  a very  close  subst I tute for  or  identical  to 
that  produced  by  other  firms  in  that  industry.  Therefore,  each  compel itor  in 
an  industry  has  a very  elastic  demand' curve.  If  one  producer  in  an  industry 
reduces  price,  that  firm  can  capture  customers  from  other  firms  in  the  same 
Industry.  Whether  or  not  price  competition  is  advisable  depends  on  other  market 
characteri st ics  which  we  will  study  later.  Here  it  is  enough  to  see  that  the 
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effectiveness  of  raising  or  lowering  prices  depends  on  both  market  price  elasti- 
city and  the  price  elasticity  of  demand  of  the  firm's  own  portion  of  the  market. 
The  Rate  of  Growth  of  Demand 

How  fast  sales  are  expanding  from  year  to  year  is  another  important  market 
structural  characteristic  which  affects  competitive  behavior  in  the  industry. 

Young  industries  gererally  grow  fast,  often  at  the  expense  of  older  industries. 

The  airlines  have  taken  passenger  business  away  from  the  railroads;  the  trucking 
industry  has  taken  cargo  business  away  from  them.  Compared  to  older  industries, 
the  younger  growing  industries  often  are  less  troubled  by  changes  in  general 
business  conditions;  thus  they  have  the  advantage  of  more  rapid  growth  and 
greater  stability  in  sales  from  year  to  year. 

As  is  the  case  with  prl ce  el ast i c ity  of  demand,  growth  rate  in  demand  for 
an  industry's  product  effects  both  competition  between  firms  in  the  industry 
and  competition  with  other  industries.  For  instance,  firms  in  fast  growing 
industries  are  likely  to  be  aggressive  competitors  with  firms  in  other  industries 
and  they  may  or  may  not  compete  actively  with  each  other  for  the  new  business. 
Firms  In  the  industry  may  all  lower  prices  or  offer  other  inducements  to  get 
business  away  from  another  industry,.  Or,  as  was  the  case  in  the  automobile 
industry,  by  introducing  more  and  more  efficient  assembly  procedures  the  whole 
industry  may  be  able  to  lower  the  price  so  that  the  general  public  falls  in  love 
with  the  new  product.  Competition  in  the  auto  industry  changed  radically  around 
1925  because  by  that  time  most  families  owned  a car;  after  1925  auto  manufacturers 
were  competing  with  each  other  for  a much  lower  growing  market. 

Summary 

The  market  structure  characteristics  described  above  describe  the  major 

supply  and  demand  conditions  which  determine  competitive  conduct  of  the  firms 

in  an  industry.  The  most  general  measure  of  the  degree  of  competition  in  an 
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industry  is  industry  concentration,  me  relative  size  of  the  largest  firms  i n the 
industry.  You  will  find  that,  in  general,  high  concentration  means  high  profit. 

The  other  elements  of  market  structure  which  influence  conduct  and  performance 

■\ 

are: 


Barriers  to  entry  - the  characteristics  of  a market  which  make  it 
difficult  for  new  firms  to  enter  the  industry 

Product  differentiation  - the  ability  of  firms  in  an  industry  to 
make  a standard  product  desirable  to  consumers  and,  in  so 
doing,  gain  customer  loyalty  to  the  product 

Demand  elasticity  - the  degree  of  customer  response  to  a product 
when  the  price  changes.  if  a small  change  in  price  leads  to 
a large  change  in  the  amount  sold,  the  product  has  an  elastic 
demand.  if  there  is  little  change  in  demand  when  the  price 
changes,  the  product  has  an  inelastic  demand. 

Growth  rale  of  de.m~.nd  - +he  rate  at  which  demand  for  an  industry's 
product  gro-'*.  The  conduct  of  firms  in  an  industry  will  be 
influenced  by  whether  the  growth  rate  of  demand  for  the  pro- 
duct is  high  or  low. 

IV.  Classify j_n g ft- rkets  According  to  the  Degree  and  Type  of  Competition 

We  will  classify  industries  into  five  types  of  industries,  categorized 
according  to  the  degree  and  kind  of  market  competition.  Ranked  by  degree  of 
competition,  these  morKot  types  are:  pure  competition, 'monopo I i Stic  competi- 

tion, type  I oligopoly,  typo  2 oligopoly,  pure  monopoly..  7‘he  three  market  types 
between  pure  monopoly  and  pure  competition  are  all  examples  of  imperfect  compe- 
tition ana  tnese  are  the  categories  into  which  virtually  all  industries  fall. 

The  three  market  structure  characteristics — degree  of  market  concentration, 

the  effectiveness  of  barriers  to  entry  and  the  possibilities  for  product 

differentiation — arc  used  to  classify  industries  into  the  five  markets.  Generally 

speaking,  the  greater  the  degree  of  concentration.  The  more  effective  the 

barriers  to  entry,  the  greater  the  extent  of  product  di f ferentiation,  the  greater 

the  market  power  of  the  dominant  firms  in  the  industry.  Table  2 describes  this 

ranking,  the  relation  of  the  three  imperfectly  competitive  market  types  to  the 
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pure  forms.  The  industries  are  listed  in  column  I from  most  to  least  competi- 
tive. Note  that  as  concentration,  barriers  to  entry  and  product  differentiation 
approach  the  conditions  existing  in  a pure  monopoly,  the  markets  become  less 
competitive.  This  table  is  a useful  device  for  learning  and  distinguishing 
between  the  different  kinds  of  markets. 

Monopo I i st i c Compet i t i on 

The  great  majority  of  highly  competitive  markets  in  this  country — local 
service  markets,  the  professions,  many_h.igJ3.ly  competitive  manufacturing  indus- 
tries like  clothing  manufacture,  some  mining  industries — are  considered  to  be 
examples  of  monopolistic  competition.  This  is  the  market  type  which  most  closely 
approximates  the  conditions  of  pure  competition.  The  important  difference  between 
pure  competition  and  monopolistic  competition  is  that  in  monopolistic  competition 
the  sellers  sell  a differentiated  product.  Although  there  may  be  hundreds  of 
restaurants  in  a large  city,  maybe  a thousand  in  a fifty  mile  radius  of  the 

p I 

city,  each  restaurant  has  its  own  special  thing.  It  may  be  location,  food 
specialties,  decor,  entertainment,  the  owner’s  persona!  warmth,  cleanliness, 
etc.  But  each  restaurant  is  different.  These  differences,  however  small,  give 
the  business  management  a little  bit  of  protection  from  competitors,  a little 
bit  of  control  ovor  price.  The  restaurant  owner  faces  very  stiff  competition, 
but  he  can  raise  or  lower  prices  a bit,  he  can  try  to  get  more  control  by 
figuring  out  new  ways  to  make  his  business  more  unique. 

The  possibility  of  product  differentiation  is  a tiny  step  toward  making  the 

product  unique.  !t  is,  in  other  words,  a step  toward  building  a characteristic 

of  monopoly.  It  does  not  in  fact  create  a monopoly.  It  simply  moves  the 

type  of  market  a little  away  from  the  pure  competition  model  and  a little  toward 

pure  monopoly.  Not  surprisingly,  a market  that  has  most  of  the  characteristics 

of  competition  plus  some  overtones  of  monopoly  is  given  a name  that  is  a combina- 
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TABLE  2 


Types  of  Competitive  Markets 

The  Relation  of  Concentration,  Barrier  to  Entry  and  Product  Differentiation 

to 

the  Degree  of  Market  Competition 


Type  of  Market 

Market  Structure  Character istics 

Concentration 

. Barrier  to  Entry 

Product 

Di  f ferentiation 

Pure  Competition 

none 

none 

none 

Monopolistic  Compe- 
tition 

low 

low 

some 

Type  1 Oligopoly 

high 

high 

nonq  , 

Type  2 01 igopoly 

high 

high 

some 

Pure  Monopoly 

. 

comp  1 etc 

i 

comp  1 ete 

comp  1 ete . 
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tion  of  the  two — monopolistic  competition.  Note  that  competition,  is  the  noun 
and  monopolistic  is  the  adjective  which  modifies  the  noun.  That's  exactly  The 
way  it  is.  Monopolistic  competition  has  a lot  of  the  qualities  of  competition 
and  a little  of  the  qualities  of  monopoly* 

Oligopoly  Markets 

As  you  may  have  guessed,  the  characteristics  of  monopolistic  competition 
can  be  found  in  a great  many  combinations  of  market  characteristics.  This  is 
a very  flexible  category  and  it  includes  the  majority  of  the  nation's  five  million 
different  businesses.  However,  there  are  two  other  types  of  markets,  rather 
similar  to  each  other,  much  smaller  in  the  total  number  of  businesses  included, 
but  very  important  in  the  nation's  economy  because  they  represent  a large  per- 
centage of  sales.  We  call  these  oligopoly  markets. 

Monopoly  comes  from  two  Greek  words,  monos  mean i ng  "alone"  and  po I e i n 
meaning  "to  sell."  Oligopoly  is  also  from  the  Greek, but  ol igo  means  "a  few." 

In  an  oligopoly  market  a few  firms  have  control  of  selling.  Oligopoly  markets 
can  take  many  forms.  A market  with  two  sellers  Is  an  oligopoly  market,  as  is  a 
market  with  ten.  An  oligopoly  market  may  be  dominated  by  one  or  two  large 
sellers  who  account  for  more  than  50  or  60$  of  sales,  or  several  firms,  can  share 
the  market  more  or  less  equally.  There  may  even  be  hundreds  of  sellers  in  an 
oligopoly;  however,  in  this  case  one  or  a few  of  the  large  firms  must  dominate 
the  market. 

Cprppetition  takes  a much  different  form  when  none  or  a few  big  firms 
account  for  most  of  the  market  sales,  mainly  because  these  firms  cannof  take 
action  without  affecting  sales  of  their  competitors.  For  instance,  supp' • f a 
market  has  five  competitors  and  that  one  of  these  sellers  reduces  price  by  about 
10$.  Assuming  that  the  firms  all  sell  a product  which  is  fairly  similar,  customers 
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v;l ! buy  the  cheaper  product,  the  other  firms  will  notice  a decline  in  their 
sales  and  will  react,  probably  by  reducing  their  price.  On  the  other  hand, 
in  a highly  competitive  market  with  many  small  sellers,  a lower  price  of  one 
firm  will  not  have  a noticeable  effect  on  sales  of  the  other  firms.  If  one  of 
500  equally  small  firms  reduces  price  it  will  get  business  away  from  competitors,.  . 
but  sinc«i  there  are  so  many  of  them,  the  other  firms  will  not  even  notice  that 
they  are  selling  less. 

To  summarize,  an  ol igopo I y market  is  one  in  which  a few  firms  dominate  the 
market,  few  enough  so  that  competitive  action  by  one  of  the  major  firms  will 
immediately  and  not i cab  I y affect  sales  of  competing  firms. 

We  can  distinguish  between  two  kinds  of  oligopoly  markets.  We  will  call 
them  simply  type  I and  type  2 oligopolies.  A type  I oligopoly  market  is  one 
in  which  the.  sellers  sell  a standardized  product.  A type  2 oligopoly  market  is 
one  in  which  the  firms  sell  a differentiated  product.  Steel  and  aluminum 
manufacturing  i ndustries  are  ol igopol ies  producing  a standardized  product; 
therefore  they  are  type  I oligopolies.  On  the  other  hand  automobiles,  cigarettes, 
soap,  liquor,  appliances  are  sold  in  a type  2 oligopoly  market  because  the  pro- 
duct Is  di f ferentia+ed.  You  will  see  laver  that  the  form  of  competition  between 
oligopolists  depends  to  a large  extent  on  whether  or  hot  the  product  sold  can 
be  differentiated;  this  is  the  reason  we  make  the  distinction. 

V.  Market  Conduct 

Market  conduct  refers  to  how  firms  compete—how,  when  and  why  firms  decide 
to  change  prices,  level  of  output,  the  quality  of  irs  product,  the  amount  spent 
on  selling  its  product,  or  the  amount  spent  on  the  research  and  development  of 
new  products.  The  study  of  industry  organization  is  primari ly  concerned  with  how 
a f i rm  acts  or  reacts  to  market  competition  from  other  firms.  The  Internal 
affairs  of  the  firm — hiring,  firing,  the  organization  paints  it  buildings,  or 
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divides  responsibility  among  its  executives — are  outside  the  subject  of  indus- 
trial organization. 

How  each  firm,  in  reacting  to  the  other  firms  in  the  industry,  helps  to 

determine  the  price,  quantity  and  quality  of  the  industry  product  sold  in  the 

% 

market  constitutes  the  market  conduct  of  the  individual  firms,  and  the  Industry 
as  a whole.  Also  included  are  the  industry  behavior  with  regard  to  advertising 
and  research  and  development.  Market  conduct  is  usually  described  under  three 
categories: 

I Price  competition  - policies  which  determine  how  prices  are  set 

2.  Non-price  or  "product"  competition  - policies  which  determine 
the  quality  of  the  product 

3.  Policies  to  coerce  rival  firms  or  to  exclude  the  entry  of  new 
firms  into  the  market 

The  range  of  behavior  which  are  practical  choices  for  a firm  in  conducting 
markeT  affairs  depends  on  The  strucTure  of  tnfi  markeT.  The  monopolist  has  many 
options  available.  Because  competition  is  held  in  check  a monopolist  can  choose 
between  objectives — profit  maximization,  rapid  growth,  reasonable  profits  and  a 
peaceful  business  environment,  etc.  The  monopolistic  firm  is  sensitive  to 
changes  in  the  general  economy  and  in  competing  industries,  not  to  the  market 
behavior  cf  any  rival. 

At  the  other  extreme  is  the  firm  in  a purely  competitive  market  which  has 
no  control  over  |.rice.  In  pure  competition  there  is  no  barriers  to  entry,  and 
no  product  d ifferen+iation.  The  purely  competitive  firm  must  sell  at  the  market 
price  and  no  single  firm  has  any  control  over  the  market  price.  There  is  no  reason 
to  advertise  an  undifferentiated  product  and,  besides,  each  firm  can  sell  as  much 
as  it  wants  without  advertising.  Any  time  the  quality  of  the  product  is  improved 
by  one  firm,  all  other  firms  must  adopt  the  improvement  or  loose  out  on  meagre 
profits.  There  are  few  questions  about  competitive  conduct  of  firms  which  are 
not  thrust  on  the  firms  in  pure  competition.  Firms  simply  react  to  market  conditions. 
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By  the  process  of  elimination,  this  leaves  Oligopolies  # I ard  ft 2 , together 

with  monopolistic  competition,  as  the  industry  structures  with  interesting  problems 

of  market  conduct.  The  firms  in  these  industries  are  sensitive  to  each  other, 

that  is,  they  show  varying  degrees  cf  mutual  i nterde-.  endence . In  particular,  one 

might  compare  an  oligopolist  to  a poker  player  who  carefully  watches  the  market 

moves  of  his  rivals  and  conducts  his  business  accordingly.  The  market  game  played 

by  oligopolists  is  complex  and  interesting  to  study. 

Price  Competition  in  Imperfectly  Competitive  Markets 

In  monopolistic  competition,  there  is  alot  of  price  competition  between  firms. 

The  large  number  of  sellers  selling  a very  similar  good  or  service  assures  that 

prices  will  change  frequently,  almost  as  much  as  in  pure  competition.  However,  in 

contrast  to  pure  competition,  where  market  competition  determines  the  price,  sellers 

in  monopolistic  competition  set  their  own  prices.  But,  even  though  the  firm  sets 

its  price,  sellers  don’t  have  much  leeway;  their  price  can't  be  far  out  of  line  with 

competitors'  prices.  Because  of  the  competition  between  sellers,  one  firm  can't 

charge  much  more  than  the  going  price  without  loosing  almost  all  of  their  business, 

and  if  others  lower  pri ce  each  f i rm  must  follow  the  pattern. 

For  instance,  suppose  that  a new  machine  is  invented  to  reduce  costs,  some 

firms  will  buy  the  new  equipment  and  will  lower  their  price.  This  forces  other 

firms  to  do  the  same,  or  loose  their  sales  to  the  low  price  competitors.  Or, 

suppose  demand  for  the  product  increases.  There  will  be  excess  demand  at  the 

current  price  and  some  competitors  will  raise  their  price.  They  have  more  orders 

than  they  can  fill  and  they  reason  that  they  can  sell  all  they  are  producing  at 

a higher  price.  Because  all  sellers  have  a similar  experience,  the  price  tends  to 

go  up  throughout  the  market.  To  summarize,  the  range  of  possible  prices  which  the 

firm  can  charge  is  very  small  and,  for  all  practical  purposes,  we  can  ha  I k about 

"the"  market  price.  , 
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In  oligopoly  markets  there  is  even  less  leeway  to  charge  a price  different 
from  the  going  rate,  because  competing  firms  are  much  more  sensitive  to  each  other. 
If  one  of  five  firms  lowers  the  price  of  its  product  by  \0%,  buyers  will  flock  to 
that  seller,  causing  a considerable  drop  in  sales  of  the  other  four  firms.  This 
drop  in  sales  for  the  competitors  is  doubly  disastrous,  for  the  firms  must  reduce 
production  way  below  their  most  efficient  volume  of  output.  The  firms  have  only 
one  recourse,  to  reduce  their  prices.  In  fact,  they  may  retaliate  by  lowering 
prices  more  than  the  original  price  drop,  thus  starting  a price  war. 

Because  of  this  interdependence  of  firms — their  sensitivity  to  each  other — 
in  oligopoly  markets  there  is  not  too  much  price  competition.  Firms  do  not  change 
their  prices  often.  Furthermore,  because  a relatively  few  firms  dominate  the 
industry,  it  is  possible  for  competitors  to  actually  come  to  an  agreement  about  the 
best  price  to  charge.  Open  price  fixing  or  price  collusion  between  competitors  is 
il.legal  in  this  country,  but  industry  practices  evolve  which  add  up  to  the  same 
thing  as  an  open  price  -fixing  agreement.  These  formal  or  informal  pricing  arrange- 
ments eliminate  most  price  competition  and  the  result  is  that  firms  charge  similar 
prices  and  these  prices  change  infrequently. 

Of  course,  even  in  oligopoly  markets  there  is  some  price  competition,  because 
there  are  certain  circumstances  in  which  firms  can  successfully  lower  prices  to 
take  business  away  front  competitors.  This  is  particularly  true  between  markets. 
Aluminum  companies  lower  price  to  get  business  away  from  steel.  In  the  same 
market,  new  kinds  of  businesses  may  be  organized  which  can  charge  lower  prices,  as 
when  the  discount  houses  smarted  competing  with  reta i stores  after  Wor ' d War  II. 
Their  major  basis  for  growth  was  to  charge  lower,  discounted,  prices. 

Firms  can  sometimes  use  price  discrimination  to  get  business  away  from 
competitors.  There  is  price  discrimination  any  time  a firm  sells  essentially  the 
same  product  for  different  prices  to  different  buyers.  Price  discrimination  can  be 
detected  if  the  price  is  set  so  that  there  is  a higher  mark-up  over  cor fs  for  some 


customers  than  for  others. 


-I  10- 


Non  Price  Competition 


The  forgoing  suggests  that  in  imperfect  competition,  price  competition  is 
either  ineffective  in  helping  firms  gain  an  advantage  over  competitors  (mono- 
polistic competition)  or  it  is  too  dangerous  to  engage  in  except  for  certain 
kinds  of  price  discrimination  practices  (oligopoly).  Competitors  therefore  turn 
to  other  forms  of  competition  involving  changing  the  nature  of  the  good  or  service 
they  sell  to  make  it  more  preferred  among  buyers.  This  is  nonprice  or  product 
competition.  It  takes  many  forms:  (I)  advertising,  (2)  uso  of  brand  names,  (3) 

packaging,  (4)  developing  lines  of  different  models  and  changing  the  models 
periodically,  (5)  providing  services  along  with  the  product.  Anything  which  the 
firm  can  do  to  differentiate  it’s  product  from  that  of  competing  products  or 
services  is  an  example  of  nonprice  or  product  competition. 

Firms  engage  in  nonprice  competition  for  two  related  reasons:  ( I ) to  try 

to  increase  their  share  of  the  market  by  taking  business  away  from  competitors, 
and  (2)  to  reduce  the  price  elasticity  of  demand  for  their  product  by  making  it 
more  different  and  more  desirable  than  competing  products.  Nonprice  competition 
is  possible  only  in  markets  selling  a differentiated  product.  An  interesting 
thing,  and  an  obvious  point  once  you  start  to  think  about  it,  is  that  nonprice 
competition  tends  to  be  greatest  when  the  actual  physical  differences  between 
competing  products  is  minimal.  For  instance,  the  percentage  of  the  sales  dollar 
spent  on  advertising  is  a good  indicator  of  the  intensity  of  non-price  competition. 
Automobiles  are,  at  least  on  the  outside,  well  differentiated  ard  the  auto  industry 
spends  less  then  \%  of  sales  revenue  on  afvertising.  Boxed  soap,  however,  is 
difficult  to  differentiate  once  its  out  of  the  box,  but  soap  companies  spend  from 
5-10?  of  sales  revenue  telling  you  that  their  soap  is  "new”  "improved"  "bold” 
"intensified"  or  that  it  has  "hot  power",  or  "cold  power",  or  it  gets  clothes 
"brighther  that  white." 


Obviously,  all  the  soaps  or  detergents  are  oasically  the  same  and  all  do  the 
some  thing — they  wash  clothes.  Cigarette  and  liquor  manufacturers  have  similar 
problems  and  they  spend  10$  more  of  their  sales  revenue  on  telling  the  customer 
that  their  brands  are  "balanced,"  "Mellow,"  "smooth",  "satisfying,"  "fur.,"  or 
what  have  you. 

Firms  also  change  their  packages,  change  the  models  of  their  products, 
change  their  model  lines — the  auto  industry  does  this  all  the  time,  and  they 
also  change  service  provisions.  Again,  the  auto  industry  is  a good  example  of 
changing  service  provisions.  Five  years  ago,  most  companies  had  a 30  day  guar- 
antee, then  the  25,000  mile  guarantee  of  the  power  train  was  introduced.  This 
soon  went  to  50,000  and  now  includes  ail  the  mechanical  mechanisms  in  and  on  the 
car . 

Most  of  these  non-price  competitive  activities  are  designed  to  convince  the 
customer  that  the  firm's  product  is  actually  "new"  and  "improved"  but  it  takes 
an  astute  consumer,  who  uses  all  of  the  information  available  to  him,  really  to 

h ‘ 

tell  whether  the  product,  or  only  the  box  it  comes  in,  has  been  changed. 

3.  Behavior  to  Reduce  Competition 

Lastly,  firms  try  to  get  more  market  power — to  weaken  or  eliminate  market 
rivals,  or  to  prevent  other  firms  from  entering  the  market.  These  are  strategies 
for  maintaining  or  increasing  concentration  in  an  industry.  There  are  many 
practices  designed  to  reduce  compefition.  Some  which  are  coercive  arc  now  illegal. 
Predatory  price  cutting 

This  occurs  when  a strong  firm  (or  firms)  attacks  a weak  rival  by  forcing 
prices  down  so  low  that  the  weak  firm  cannot  operate  profitably.  Predatory  price 
cutting  can  result  either  in  the  weak  firm's  acceptance  of  the  future  dominance  by 
the  strong  firm,  or  the  elimination  of  the  weak  firm.  This  sort  of  cc nduct  will 

also  inhibit  the  entry  of  new  firms  into  the  industry. 
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The  source  of  a strong  firms  strength  may  come  from,  lower  costs,  greater 
financial  resources,  a diversified  output  which  allows  it  to  cut  the  price  of 
one  product,  or  a nation-wide  organization  which  allows  it  to  attack  rivals  who 
only  sell  in  regional  markets.  For  example,  a firm  which  produces  a full  line 
of  power  tools  might  be  able  to  attack  a f i rm  which  only  produces  hand  drills.  Or 
a firm  which  soils  building  hardware  nationwide  could  attack  a firm  which  operates 
only  in  a regional  market.  In  either  case,  the  firm  with  a full  product  line,  or 
the  firm  with  a nation-wide  marketing  organization  can  use  price  discrimination  to 
cut  prices  in  onw  line  or  one  market  region  and  survive  on  its  profits  from  other 
lines  or  regions  while  the  weak  rival  could  not  survive. 

Predatory  raising  of  supply  prices 

This  occurs  when  a vertically  integrated  firm,  say  a steel  company  which 
carries  out  all  the  processes  of  steel  making  from  ore  mining  to  the  sale  of 
fabricated  steel  products,  raises  the  price  of  supply  to  a non- i ntegrated  rival. 
For  example,  a firm  which  only  fabricates  stpe I must  have  a source  of  supply  for 
steel  ingots.  If  the  vertically  integrated  producer  of  steel  ingots  raises  the 
ingot  price  to  its  rival  but  keeps  the  price  low  for  its  own  fabricating  division, 
the  non- i ntegrated  rival  cannot  compete.  The  integrated  firm  squeezes  the  profits 
of  its  rival  and  can  force  it  out  of  business. 

Mergers  and  Vertical  Integration 

Existing  firms  at  any  stage  of  the  production  of  a product  can  integrate 
upwards  or  downwards  and  thereby  obtain  a market  posh  ion  which  allows  f hem  to 
squeeze  out  their  rivals  and,  also,  raise  absolute  barriers  to  the  entry  of  new 
firms.  Again,  using  steel  production  as  an  example,  a firm  which  produces  steel 
ingots  may  integrate  downward  so  that  it  controls  coal,  i ron  ore  and  lime  stone 
deposits,  coking  ovens  and  rail  carriers  which  gives  it  increased  power  at  the 

stage  of  ingot  production,  or  it  could  integrate  upward  by  building  rolling, 
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stamping,  and. fabricating  mills  so  that  it  could  have  increased  power  in  the 
semi-finished,  and  finished  steel  market.  In  either  case,  the  firm  would  have 
the  power  to  squeeze  its  non- i ntegrated  rivals  and  to  raise  the  barriers  to  the 
entry  of  now  firms  at  each  stage  of- production. 

VI.  MARKET  PERFORMANCE 

We  arc?  now  ready  to  return  to  the  discussion  with  which  this  chapter  began, 
that  is,  how  market  structure  and  conduct  determine  market  performance.  Performance, 
in  turn,  is  measured  by  how  wel I a firm  or  an  industry  helps  to  promote  the  goals 
of  our  economy.  These  goals  are  freedom,  justice,  progress,  stability  and  security, 
and  the  goals  of  progress  and  stability  are  our  principal  concern  in  the  study  of 
industrial  organization.  Briefly,  a firm  or  an  industry  promotes  the  goals  of 
progress  and  stability  if,  I)  i t- i s=:®.f  f i ci  ent,  that  is,  a)  its  profits  are  normal 
which  indicates  it  is  not  restricting  output  to  keep  up  profits,  b)  it  does- not 
waste  resources  on  unnecessary  advertising  or  sales  promotion,  and  c)  the  firms  in 
the  industry  operate  at  an  efficient  scale  of  production,  and  do  not  have  excess 
capacity  beyond  normal  needs;  (2)  the  firms  in  the  industry  are  progressive  and  do 
not  hold  back  the  introduction  of  cost  saving  innovations  and  higher  quality 
output;  (3)  the  industry  has  flexible  prices  which  reflect  changes  in  supply 
and  demand  conditions,  thereby  permitting  resources  to  flow  from  one  industry  to 
another  to  conform  to  consumer  needs. 

How  do  market  structure  and  conduct  affect  industry  performance  with  regard 
to  these  three  criteria?  If  we. could  find  an  answer  to  this  question  we  would 
have  a rational  basis  for  creating  and  evaluating  government  po I icy  toward 
industry.  This  would  be  the  rational-'  basis  for  designing  laws  to  regulate 
business  structure  and  conduct. 
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You  will  see  in  working  on  the  case  studies  which  accompany  this  chapter  that 
it  is  possible  to  predict  a specific  industry’s  performance  from  knowledge  of  its 
market  structure — information  on  concentration,  barriers  to  entry,  product  differ- 
entiation, price  elasticity  of  demand  and  growth  in  demand.  For  instance,  rapidly 
growing  industries  are  progressive  and  often  display  a good  deal  of  price  competi- 
tion and  higher;  the  firms  may  or  may  not  earn  high  profits.  Generally  speaking, 
there  is  not  much  price  competition  (inflexible  prices)  in  oligopoly  markets. 
Ordinarily,  giant  firms  in  . oligopoly  markets  earn  high  profit  rates.  And  so  on. 

Unfortunately,  even  though  we  can  predict  industry  conduct  from  industry 
structure,  it  is  not  so  easy  to  arrive  at  genera)  conclusions  about  good  forms 
of  market  structure.  For  instance,  can  we  say  categorically  that  oligopoly 
markets  misallocave  resources?  Certainly  there  is  a tendency  for  the  larger 
firms  to  earn  high  profits,  but  are  high  prof i tS; categorical ly  bad.  Some  argue 
that  progress  depends  on  huge  expenditures  on  research  and  development  which 
requires  large  financial  resources.  High  profits  of  mammoth  corporations  can 
be  used  to  finance  research  and  development  and  investment  in  capital.  Therefore, 
oligopoly  markets  may  contribute  tp  progress. 

Certainly,  it  is  true  that  market  structure  is  affected  by  technological 
needs  of  production.  In  many  II nes  of  production  there  are  economies  of  scale 
which  requ.i  re  firms  to  make  large  investments  in  plant  and  equipment.  And  often 
these  plants  are  so  large  that  a relatively  few  plants  can  supply  the  market. 
Although  it  is  important  to  question  whether  or  not  it  is  essential  for  corpora- 
tions like  General  Motors,  Standard  Oil,  General  Electric  to  be  as  large  as  they 
are,  it  cannot  be  denied  that  big  business  is  with  us  to  stay  and  that  it  is 
efficient.  But  how  big  and  powerful  shou I d these . f I rms  be?  Is  it  possible  to 
prevent  firms  from  increasing  in  size  beyond  what  is  essential  to  promote  and 
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maintain  efficient  production?  Are  there  ways  to  reduce  nonprice  competition?  Is 
there  some  justification  for  the  growth  of  conglomerate  corporations  which  may 
tend  to  control  several  markets?  These  are  the  questions  we  can  turn  to  after  we 
inquire  into  a few  industries  in  some  detail. 


13' 
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PUrillC  POLICY  TOWARD  INDUSTRY 
1 ntrcduct  icn 

Laws  anu  t.- . r m h:  • p r* tat ! o -< * 

Public  economic  policy  in  the  United  States  is  directed  toward 
inducing  ccmpc • it icn  or  inducing  monopoly  and  there  are  lavs  and  poli- 
cies directing  economic  behavior  aieng  a 1 l parts  of  the  line  stretching 
between  these  Iwo  extremes.  Although  it  might,  at  first  glance,  seem 
i rraticnal  both  to  discourage  and  to  promote  monopoly,  this  is  not 
the  case.  As  wo  have-  seen,  the  goal  of  industry  organization  is  economic 
efficiency  and  +he  policy  for  a particular  industry  will  depend  upon 
the  ctruerurc  or  the  manvct.  in  most  markets  non. poly  is  considered 
undesirabie,  but  this  is  not  true  in  local  telephone  or  transportat ion 
service.  Public  economic  policy  stretches -between  the  extremes  of 
discouraging  and  promoting  monopoly  because  market  structures  vary 
beiween  these  ex  r ruvrr.s  . 

The  various  . ,..vs  wmch  foi  in  the  structure  or  Our  economic  policies 
have  beor  pass -a  at  various  fhmes,  for  various  reasons,  and  are  supported 
by  different  intc-est  groups— often  for  opposite  reasons.  They  are,  how- 
ever,. subject  To  rv.-iopo!  economic  analysis,  'ihe  most  irnportarrr  part  of- 
our  economic  policy  is  that  devoted  to  the  prevention  of  monopoly  and 
the  promotion  of  c*.  iroeti  i icn,  • 

* The  main  provisions  from  each  of  the  specific  laws  mentioned  in  this 
chapter,  toyeiror  w'ih  :•  c :c-  -ption  of  the  main  federal  regulatory  agen- 
cies, are  given  in  The  Keauings  for  this  lesson. 
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It.  L*-~r>  ^or  rromoti  no.  Competi  tion 


Sherman  Anti -Trust  Act,  1890 

This  act  was  passed  at  a time  when  America  was  experiencing  the 
formation  of  large  indistrial  combinations — oligopolies  and  accasional 
monopolies.  The  development  was  disturbing  to  the  people  because  it 
seemed  to  mark  the  end  of  open  competition  to  the  small  businessman  and 
the  closing  off  of  opportunity  to  the  common  man.  The  agitation  against 
the  growing  size  of  industrial  combinations  was  constant  but  the  drive 
by  entrepreneurs  to  reduce  competition  in  order  to  survive  in  industries 
marked  by  rapid  technological  changes  and  increasing  levels  of  capital 
expenditure  could  not  be  stopped.  Firms  made  agreements  to  fix  prices, 
to  divide  up  markets  and  to  cooperate  in  other  ways.  Often  firms  were 
merged  but  in  the  1880’s  the  most  famous  device  to  end  competition  was 
to  form  a trust. 

The  trust  was  a means  of  achieving  monopoly  concentration  in  an 
industry.  It  was  a device  whereby  owners  of  stock  in  a firm  would 
surrender  their  shares  to  a trust  and  receive  trust  shares  in  return. 
When  the  owners  of  firms  representing  a sufficiently  large  percentage 
of  industry  capacity  had  surrendered  their  shares  to  the  trust,  the 
effect  was  to  give  the  trust  sufficient  market  power  to  monopolize 
the  industry.  The  trust  was  rather  combersome  and  it  soon  gave  way  to 


the  holding  company — a device  for  using  the  assets  of  operating  firms 
to  buy  the  'Controlling  interest  in  other  operating  firms  in  an  industry 
in  order  to  create  a monopoly — but  the  trust  did  give  its  name  to  the 
first  major  United  States  statute  decreeing  competition  and  all  similar 
policies  since  that  time  have  been  labeled  anti-trust. 

Section  I of  the  Sherman  Act  makes  any  combination  or  conspiracy 
in  restraint  of  interstate  commerce  illegal  and  states  that  any  person 
who  monopolized  or  attempted  to  monopolize  interstate  commerce  was 
guilty  of  a misdemeanor  punishable  at  a maximum  imprisonment  of  one 
year  and/or  a maximum  $5,000-  fine.  The  provision  in  Section  I against 
conspiring  to  constrain  trade  makes  certain  kinds  of  market  conduct 
illegal,  for  example,  price  fixing,  sharing  markets,  pooling  profits. 
Section  2 seems  to  refer  to  acts  designed  to  change  market  structure 
from  competitive-  toward  monopoly  conditions,  for  example,  increasing 
market  concentration  by  merging  firms,  establishing  a trust,  or  holding 
company. 

The  Sherman  Act,  as  interpreted  by  the  courts,  did  establish  that 
formal  agreements  between  firms  to  fix  prices,  pool  profits,  share 
markets,  or  limit  output  were  illegal.  However,  the  act  was  not 
vigorously  enforced.  Finally,  suits  were  brought  against  two  trusts. 
Standard  Oil  and  American  Tobacco,  both  of  which  controlled  90  per- 
cent of  their  markets.  There  was  no  doubt  that  both  firms  had  attempted 
to,  and  succeeded  in,  monopolizing  their  markets,  and  were  monopolies. 
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The  Supreme  Court  found  both  firms  guilty  under  Sections  I land  2, 
and  the  basis  for  the  ruling  provided  the  f i rst  major  interpretation 
of  the  Sherman  Act. 

In  this  instance,  the  Court  interpreted  Section  I by  enunciating 
the  "rule  of  reason,"  which  prohibited  only  unreasonable  restraints  of 
trade.  Section  2 was  also  narrowly  interpreted.  Instead  of  ruling 
on  the  fact  of  a 90  percent  market  concentration,  which  constituted  a 
monopoly,  the  court  ruled  that  the  successful  attempt  to  monopolize 
had  been  carried  out  using  vicious  business  tactics  against  rival 
firms. 

The  Standard  Oil  decision  established  a "double  standard"  of 
enforcement  of  the  Sherman  Anti -Trust  Act  which  tended  to  increase 
rather  than  decrease  market  concentration.  The  court  enforced  the  law 
against  formal  agreements  between  firms  which  tended  to  restrict  compe- 
tition and  to  monopolize,  thus  preventing  increased  concentration 
through  the  joint  action  of  several  firms.  On  the  other  hand,  the 
Court  did  not  break  up  firms  with  near  monopolies  unless  their  market 
B conduct  toward  rivals  had  been  or  was  vicious.  Only  then  was  the 
restraint  of  trade  unreasonable. 

The  moral  was  an  easy  one  for  businessmen  to  draw.  Don't  make 
agreements  between  firms,  merge  them  instead.  The  double  standard 
whereby  market  conduct,  which  tended  to  monopolize,  was  illegal  while 
market  structure,  which  constituted  a monopoly,  was  not  illegal  existed 
until  1945.  I a that  year  the  Aluminum  Company  of  America  was  found 
guilty  under  the  Sherman  Act  solely  because  of  its  monopoly  power.  The 
company  had  not  been  guilty  of  vicious  market  conduct  but  it  did  control 
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90  percent  of  the  manufacture  of  newly  refined  aluminum,  which,  said 
the  Supreme  Court/  "is  enough  to  constitute  a monopoly." 

The  Court  also  said  that  it  is  doubtful  if  60  or  64  percent  control 
would  constitute  a monopoly  and  that  certainly  33  percent  would  not. 
However,  the  important  point  of  the  ruling  was  not  what  degree  of  concen- 
tration constituted  a monopoly  but  rather  that  market  structure  was 
accepted  as  a basis  for  determining  an  illegal  restraint  of  trade. 

The  Clayton  Act  and  the  Federal  Trade  Commission  Act 

In  1914,  the  Clayton  Act  outlawed  certain  specific  types  of  coercive 
market  conduct  which  would  "substantially  lessen  competition  or  tend  to 

i 

create  a monopoly";  price  discrimination,  where  one  buyer  has  to  pay  more 
than  another  for  a firm's  products;  buying  arrangements,  where  a firm  only 
sells  a product  if  the  buyer  agrees  to  buy  other  of  the  firm's  products; 
exc I us  ? ve-dea I i ng  a rrangements , where  a firm  will  sell  its  products  to  a 
buyer  only  if  the  buyer  takes  none  of  its  competit.rs'  products. 

An  act  establishing  a Federal  Trade  Commission  was  also  passed  in 
1914.  The  Commission  was  empowered  to  investigate  the  organization, 
conduct,  and  management  of  firms  in  order  to  eliminate  "unfair  methods  of 
competition."  It  was  the  task  of  the  Commission  to  determine  what  was 
"unfair"  and,  if  it  found  an  unfair  practice,  it  could  issue  a cease  and 
desist  order. 

Neither  of  the  acts  was  effective  because^the  final  interpretation 
was  left  to  the  courts  and  they  were  reluctant  to  impose  restrictions  on 
market  conduct.  It  was  not  until  the  Roosevelt  New  Deal  that  anti-trust 
legislation  was  vigorously  enforced.  But  even  then  no  dissolution  of 
corporate  giants  under  Section  2 of  the  Sherman  Act  was  attempted.  Mar- 
ket conduct,  under  the  Clayton  Act,  was  po I iced  more  carefully,  especially 
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misleading  advertising,  and  new  mergers  were 'd i scourgged  but  there  was 
no  significant  reductions  of  concentration  in  the  major  industries.  In 
1950  the  Section  7 of  the  Clayton  Act  which  forbids  mergers  was  amended 
by  the  Ce I I er-Kefauver  Act.  At  the  present  time  this  is  the  most 
vigorously  used  anti-trust  statute.  Mergers  which  would  have  given  the 
combined  firms  only  a small  share  of  a national  market  have  been  consis- 
tently blocked  by  the  federal  courts  in  sustaining  rulings  of  the  Federal 
Trade  Commission. 

Enforcement  of  Anti-Trust  Laws 

The  enforcement  of  anti-trust  laws  has  changed  considerabiy  since 
the  passage  of  the  Sherman  Act  in  1890.  These  changes  are  clearer  if 
described  in  terms  of  laws  concerning  market  conduct  and  market  structure. 

The  enforcement  of  laws  prohibiting  certain  types  of  market  conduct 
have  always  been  more  vigorously  enforced  than  those  concerning  illegal 
market  structures.  Under  Section  i of  the  Sherman  Act,  there  has  been 
a regular  prosecution  of  attempts  to  restrain  trade  through  formal  agree- 
ments between  firms.  The  Clayton  Act  of  1914  specified,  as  illegal 
certain  unilateral  actions  which  firms  could  take,  ..e.,  charging  different 
customers  different  prices,  forcing  customers  to  buy  a whole  range  of  a 
firm4s  products  in  order  to  get  one  product,  and  forcing  customers  to 
deal  only  in  a firm's  products  and  not  in  the  products  of  the  firm’s 
competitors.  Prosecutions  under  the  Clayton  Act  were  not  effective  until 
the  New  Deal  period  but  they  have  been  consistent  since  that  time. 

The  Federal  Trade  Commission,  also  created  in  1914,  was  given  the 
responsibility  of  administering  the  anti-trust  laws  as  they  pertained 
to  business  firms  not  engaged  in  banking  activities  or  were  not  common 
carriers,  for  example,  railroads  or  trucking  lines.  The  Commission 
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carries  on  all  investigations  of  anti-trust  violations.  Any  cases  which 
have  to  be  brought  to  trial  are  the  responsibility  of  the  Anti-Trust 
Division  of  the  Department  of  Justice. 

It  is  at  this  point  in  antf-trust  enforcement  that  limitations  on 
the  effectiveness  of  the  laws  are  most  evident.  The  Anti-Trust  Division 
of  the  Department  of  Justice  has  a budget  which  allows  it  to  prosecute 
only  45  or  so  cases  per  year.  About  two-thirds  of  these  are  cases  involvi 
market  conduct  and  a third  involves  market  structure.  Obviously,  there 
are  more  than  30  violations  a year  of  the  laws  governing  market  conduct. 
The  laws  are  not  really  intended  to  eliminate  all  such  violations  because 
the  cost  to  the  government  of  such  rigorous  enforcement  would  be  far 
greater  than  any  advantage  which  would  be  gained.  Rather,  the  laws  are 
enforced  in  such  a way  that  the  possibility  of  prosecution  is  always 
there  and  this  keeps  the  number  of  violations  down  to  a socially  accep- 
tab I e I evel  . 

The  enforcement  of  laws  against  illegal  industry  structure  has,  as 
we  have  seen,  not  been  particularly  effective.  No  significant  rulings 
on  Section  2 of  the  Sherman  Act  came  until  1911  when  the  Court  ruled  that 
Standard  Oil  and  American  Tobacco  were  illegal  monopolies.  In  both  cases, 
the  Court  ruled  that  the  reason  these  monopolies  were  illegal  lay  not 
in  the  fact  of  monopoly  but  rather  in  the  vicious  (unreasonable)  tactics 
which  the  firms  had  used  to  creafeand  maintain  their  monopoly  |.ower. 

This  argument — the  rule  of  reason — meant  that  firms  could  control  a mar- 
ket so  long  as  they  were  not  predatory  and  conducted  their  affairs  in  a 
gentlemanly  manner.  This  view  was  sustained  in  the  U.S.  Steel  case  of 
1920  when  the  Court  ruled  that,  although  the  firm  had  monopoly  power, 
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it  had  not  coerced  its  rivals  nor  had  it  conspired  to  fix  prices.  "The 
law,"  said  the  Court,  "does  not  make  mere  size  an  offense  or  the  existence 
of  unexerted  power  an  offense." 

The  rule  of  reason  meant  that  monopolizing  through  merger,  or  exer- 
cising market  power,  was  not  illegal  so  long  as  the  firm's  market  conduct 
was  not  illegal.  The  rule  of  reason  was  altered  in  1045  with  the  Alumi- 
num Company  of  America  decision  which  held  that,  even  though  Alcoa  had 
engaged  in  no  illegal  market  conduct,  the  fact  that  it  held  90%  of  the 
market  constituted  a violation  of  Section  2 of  the  Sherman  Act.  In  this 
case,  the  Court  finally  ruled  that  the  fact  of  monopoly  was  illegal  and 
the  standard  became  market  structure,  not  market  conduct.  This  new 
standard  was  applied  to  the  cigarette  industry  in  1946  when  the  three 
largest  firms  in  the  industry  were  convicted  of  exercising  monopoly 
power.  However,  the  government  did  not  suggest  a remedy  which  the  courts 
could  apply  to  an  oligopoly  in  which  three  firms  acted  in  harmony  but 
without  any  formal  agreements  between  them. 

Since  1946  there  has  been  continued  debate  on  whether  Section  2 of 
the  Sherman  Act  should  be  interpreted  by  using  the  rule  of  reason  or 
whether  any  single  firm  or  oligopoly  which  exercises  sufficient  market 
power  to  g i ve  it  control  over  prices  should  be  broken  up.  Most  econo- 
mists support  the  market  power  standard.  They  argue  that  the  test  of 
efficiency  should  bo  applied  to  the  industry  in  question.  If  profits  in 
the  industry  are  consistently  above  normal,  then  industry  prices  are  too 
high  and  more  resources  should  flow  into  the  industry.  Usually,  the  best 
way  to  increase  industry  efficiency  is  to  reduce  concentration  by  br  •’ 
up  the  firm  or  firms  which  control  the  market. 
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Since  the  Clayton  Act  of  1914,  there  has  also  been  recognition  that 
mergers  and  acquisition  of  one  or  more  competing  firms  by  another  firm 
can  also  create  undesirable  market  concentrations.  Section  7 of  the  Clay- 
ton Act  prohibited  the  acquisition,  by  a corporation,  either  directly 
or  indirectly  of  the  stock  of,  one  or  more  competing  corporations,  where 
the  effect  would  be  "to  substantially  lessen  competition."  Section  7 
was  not  enforced  until  it  was  amended  and  strengthened  by  the  Celler- 
Kefauver  Act  of  1950.  Since  that  time,  the  Federal  Trade  Commission  has 
usually  blocked  any  acquisition  which  has  had  the  effect  of  substantially 
reducing  competition  in  an  industry. 

The  Cel ler-Kefauver  Act  also  recognized  that  many  industries  were 
largely  controlled  by  one  or  another  of  the  many  regulatory  agencies  of 
the  federal  government  and  it  specifically  excluded  transactions  authorized 
by  these  regulatory  agencies  and  gave  the  authority  for  enforcement  to 
the  following  boards  and  commissions:  Civil  Aeronautics  Board  (airlines). 

Federal  Communications  Commission  (t.v.,  radio,  telephone,  telegra:"). 
Federal  Power  Commission  (gas  and  light  companies).  Securities  and  Ex- 
change Commissibn  (as  it  dealt  with  public  utility  holding  companies). 
United  States  Maritime  Commission  (shipping  companies),  Interstate  Com- 
merce Commission  (common  carriers),  and  the  Federal  Reserve  Board  (banks 
and  trust  companies). 

Summa ry 

The  anti -trust  legislation  in  the  United  States  is  directed  against 
I)  predatory  market  conduct,  and  2)  market  structures  which  monopolize 
or  tend  to  create  monopoly.  The  laws  against  predatory  market  conduct 
have  been  enforced  with  sufficient  energy  ana  consistency  to  satisfy  the 
moral  demands  which  the  public  has  placed  upon  the  conduct  of  business 
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The  laws  pertaining  to  monopoly  market  structures  have  boon  difficult 
both  to  interpret  or  enforce.  Whether  the  courts  have  used  the  standard 
of  the  rule  of  reason  (unreasonable  conduct  which  monopolized)  or  the 
fact  of  monopoly  power  as  the  ba  s for  their  rulings,  there  have  been 
few  successful  prosecutions  of  existing  monopolies  or  oligopolies  which 
control  substantial  percentages  of  their  markets.  However,  under  the 
torms  of  the  Clayton  Act,  mergers  and  acquisitions  of  firms  which  have 
tended  to  create  undesirable  market  concentration  have  been  prevented. 

On  the  whole,  the  anti-trust  legislation  and  enforcement  has  been 
sufficiently  effective  to  satisfy  public  opinion  and  to  give  the  business 
community  clear  guidelines  for  conducting  its  affairs.  The  success  of 
these  policies  is  attested  to  by  the  fact  that  other  industrialized 
nations  have  copied  many  of  the  anti-trust  concepts  which  have  been 
evolved  in  the  United  States  since  1890. 

III.  Laws  and  Regulations  Which  Restrict  Competition 
Laws  and  regulations  restricting  competition  have  usually  been 
developed  when  there  is  failure  of  the  market  mechanism  to  achieve 
efficiency  in  the  industry  concerned.  There  are  three  major  areas  where 
these  restrictions  have  appeared:  natural  monopolies,  quas i -natura I 

monopolies,  agriculture  and  retail  trade.  Natural  and  quas i -na fural 
monopolies  have  generally  been  subject  to  regulation  by  public  commissions 
in  agriculture  competition  has  been  restricted  through  crop  controls  and 
price  supports;  fair  trade  laws  and  prohibitions  against  certain  kinds 
of  price  competition  have  been  used  in  retail  trade. 
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Natural  Monopolies  and  Public  Regulatory  Agencies. 


The  natural  or  quas i -natura I monopolies  constitute  the  core  of  the 
regulated  industries  but  other  industries  which  have  not  performed  well 
in  competitive  market  conditions  have  also  been  brought  under  federal 
or  state  regulation.  Briefly,  the  federal  regulatory  agencies  and  the 
industries  they  regulate  are: 

1.  Interstate  Commerce  Commission  (1887) 

a . Rail  roads 

b.  Highway  common  carriers 

c.  Certain  classes  of  coastal  and  intercoastal  shipping 

d.  Limited  powers  over  interstate  petroleum  pipe  lines 

2.  Federal  Power  Commission  (1920) 
regulates  rates  and  services  of: 

a.  Interstate  natura I -gas  pipelines 

b.  Price  control  over  gas  entering  pipelines 

c.  Interstate  electrical  energy  transmission,  and  controls  security 
issues,  mergers,  property  sales,  and  accounts  of  electrical 
utilities  engaging  in  interstate  commerce. 

3.  Federal  Reserve  Board  (1913,  1933)  regulates  many  aspects  of  the 
transactions  between  commercial  banks  which  are  members  of  the 
Federal  Reserve  System. 

4.  Securities  and  Exchange  Commission  (1933)  regulates  securities 
exchanges  and  securities  dealers  in  order  to  guarantee  against 
f raudu! •■'•t  stock  market  dealings. 

5.  Federal  Communications  Commission  (1934) 
regulates  rates  and  services  of: 

a.  Telephone  companies 

b.  Telegraph  companies 

and  controls  entry  into,  and  assigns  the  scarce  supply  of  radio  and 
t.v.  channels,  and  sets  up  guidelines  for  the  quality  and  subject 
content  of  radio  and  t.v.  broadcasts. 

6.  Federal  Maritime  Commission  (1936)  regulates  grants  of  subs;dies  to 
shipping  lines  and  certain  classes  of  service. 

7.  Civil  Aeronautics  Board  (1938)  regulates  the  fares  and  services  of 
domestic  airlines  and,  by  international  agreement,  of  foreign  air- 
lines which  operate  in  the  American  market. 

Some  of  these  industries,  telephone  , telegraph,  and  public  utilities 
companies  are  natural  monopolies,  that  is,  service  by  more  than  one  supplier 
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would  necessitate  costly  and  inefficient  duplication  of  services. 

Others  are  quas i -monopo I ies,  for  example,  railroads  anc  airline  companies 
which  may  or  may  not  duplicate  services  but  are  industries  into  which 
entry  must  be  controlled  in  order  to  prevent  costly  and  inefficient 
duplication  of  service.  Other  industries  such  as  highway  common  carriers, 
ocean  shipping,  pipelines  for  natural  gas  and  other  substances,  and  radio 
and  t.v.  broadcasting  are  regulated  for  a variety  of  reasons  having  to  do 
with  the  need  to  regulate  rates  and/or  the  quality  of  the  service  provided. 

The  problems  of  regulation  are  numerous  and  complex.  For  example, 
regulated  industries  must  make  normal  profits  if  continued  private  invest- 
ment in  the  firms  is  to  be  guaranteed.  However,  what  are  normal  profits 
in  industries  with  strong  and  weak  firms?  For  example,  if  Firm  A oper- 
ates with  costs  10/6  below  those  of  Firm  B and  rates  are  set  so  that  Firm 
B makes  normal  6%  profits,  then  Firm  A makes  \6%  profits.  If  rates  were 
set  so  that  Firm  A made  normal  6%  profits,  then  Firm  B would  operate  at 
a loss.  The  rate  problem  is  one  which  is  constantly  before  regulatory 
agencies. 

There  is  also  the  task  of  policing  the  service  given  by  these  com- 
panies. Radio  and  t.v.  broadcasts  must  be  monitored,  safety  regulation 
enforced  on  railroads,  bus  lines,  and  airlines,  and,  in  any  labor  manage- 
ment dispute,  the  regulatory  agency  is  inevitably  involved  because  labor 
costs  affect  the  rate  schedules. 

When  judging  -the  performance  of  a regulated  industry,  the  economist 
seldom  has  a market  standard  upon  which  to  base  a judgment.  Rather  than 
ask  the  question  of  whether  or  not  the  industry  performs  well,  the 
economist  must  ask  whether  or  not  the  industry  would  be  likely  -*o  perform 
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better  if  regulation  were  removed  and  they  were  put  under  the  anti-trust 
laws. 

Laws  Restricting  Competition  in  Unregulated  Industries 

There  are  two  main  industries  where  public  policy  has  consistently 
sought  to  limit  competition:  these  are  agriculture  and  retail  trade. 

Both  policies  have  arisen  because  of  the  failure  of  the  market  to  provide 
industry  efficiency  or  to  satisfy  oublic  expecfations. 

Agr i cu I ture . Since  the  Civil  War,  when  agriculture  lost  its  dominant 
place  in  the  American  economy  to  other  industries,  there  has  been  a 
steady  movement  of  resources  out  of  agriculture  into  other  industries. 
However,  the  movement  has  not  been  fast  enough;  consequently  agriculture 
has  consistently  had  too  many  resources,  especially  human  resources  and, 
except  for  brief  periods,  below  normal  profits  for  most  farmers.  During 
times  of  war,  farm  prices  and  incomes  have  been  high  but  generally  farm 
prices  are  both  too  low  and  too  unstable  to  insure  ad.quate  incomes  for 
most  farm  fami lies. 

Most  of  the  "farm  problem"  arises  from  the  s'  * l i , inefficient  farmers 
who  are  unable,  even  with  government  aid,  to  compete  successfully.  In 
most  other  industries  these  individuals  would  be  able  to  change  occupa- 
tions but  it  is  often  very  difficult  for  people  to  leave  the  farm.  Not 
only  does  a farm  family  have  the  problem  or  clanging  its  economic  base, 
but  it  also  has  the  problem  of  changing  from  a rural  to  an  urh"  * culture. 
The  dual  problem  of  economics  and  culture  which  faces  farm  families  if 
they  wish  to  move  out  of  farming  into  another  occupation  largely  explains 
the  fact  that  agriculture  has  usually  had  excess  resources  for  the  past 
hundred  years. 
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Government  agricultural  policies  have  mostly  dealt  with  the  economic 
aspects  of  the  farm  problem  and  consequently  have  not  produced  any  long- 
run  solution  to  the  problem  of  the  small  inefficient  farm. 

The  current  farm  policies  were  laid  down  in  the  New  Deal  when  produc- 
tion control  and  price  support  programs  were  appiied  to  a wide  variety 
of  farm  products.  The  purpose  of  these  programs  was  to  stabilize  farm 
prices  and  to  keep  them  from  falling  below  the  level  of  non-farm  prices, 
and  thus  to  help  farmers  attain  normal  profits  and  a secure  annual  income. 
The  price  support  programs  required  the  government  to  buy  any  of  the 
supported  crops  at  a set  price  and,  at  times,  this  . led  to  the  accumu- 
lation of  large  crop  surpluses  such  as  wheat,  corn,  and  cotton.  Usually, 
these  surpluses  have  been  sold  off  in  bad  crop  years  or  they  have  been 
used  for  aid  to  underdeveloped  countries. 

The  price  support  programs  have  tended  to  stabilize  prices  but  they 
have  not  solved  the  problem  of  the  smali  and  inefficient  farm  where  incomes 
have  remained  low,  often  at  the  poverty  level.  Price  support  or  c * 
control  programs  obviously  help  the  larger  farmer  more  than  the  small. 

The  more  land  taken  out  of  production,  or  the  larger  the  crops  sold  at 
the  support  price,  the  higher  the  government  payments  to  the  farmer. 

Furthermore,  changing  farm  technology  has  worked  to  the  disadvan- 
tage of  the  small  farmer  and  most  of  these  changes  have  resulted  from 
government  sponsored  research.  Because  only  a few  farm  units  are  large 
enough  to  carry  on  research,  the  federal  government,  in  cooperation  with 
state  governments,  and  state  universities,  carries  on  an  elaborate  program 
of  agricultural  research.  This  research  is  so  effective  that  productivity 
gains  in  agriculture  have  been  spectacular.  For  example,  farm  output 
per  man  hour  in  I960  was  over  3 times  as  great  as  it  was  in  1940.  Most 
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of  this  research  has  introduced  production  techniques  which  have  required 
higher  and  higher  capital  investments  if  farm  operations  are  to  remain 
efficient.  Usually,  the  small  farmer  is  unable  to  make  such  investments 
and  an  advance  which  helps  the  industry  only  worsens  his  own  condition. 

The  government  has  yet  to  develop  a program  which  has  been  success- 
ful in  moving  the  excess  resources  from  the  agricultural  industry — main- 
ly people — into  more  productive  industries.  In  1959  there  were  still 
nearly  a million  farms  (27$  of  the  total)  operated  full  time  with 
annual  sales  less  than  $5,000  per  year.  These  farms  obviously  provided 
the  families  with  incomes  far  below  what  was  required  for  a decent  stan- 
dard of  living.  In  addition,  there  were  1.4  million  "part  time"  farms 
with  annual  sales  of  $2,500  or  less  and  most  of  these  units  were  undoubt- 
edly too  small  for  efficiency. 

Although  the  productivity  increases  in  agriculture  marks  it  as  one 
of  our  most  progressive  industries,  over  half  of  all  farm  units  are  too 
small  and  undei  capitalized  for  efficiency.  The  industry  continues  to 
employ  too  many  resources  but  the  movement  of  people  out  of  farming  into 
other  occupations  is  a difficult  cultural  as  well  as  economic  problem. 

As  yet,  the  federal  government  has  not  developed  a comprehensive  farm 
policy  capable  of  dealing  successfully  with  the  whole  range  of  farm 
prob  lems. 

Reta i I Trade . Policies  to  restrict  competition  in  retail  trade  are 
almost  exclusively  concerned  with  protecting  small  business  from  chain 
store  competition.  The  chain  store  concept  originated  in  the  late  19th 
century  and,  by  1930,  chain  stores  had  about  30  percent  of  all  retail 
business.  Since  that  time,  the  percentage  has  changed  very  little. 

Chain  store  development  brought  vertical  integration  to  merchandizing. 
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The  chain's  many  outlets  permit  large  volume  buying  directly  from  the 
suppliers  thereby  allowing  the  chain  to  take  over  warehousing  and  dis- 
tribution functions  from  the  wholesaler.  Possible  savings  are  consider- 
able, for  example,  in  food  distribution,  savings  can  run  as  high  as  10 
percent  of  the  costs  of  independents.  All  of  the  market  relations 
normally  present  between  wholesaler  and  retailer  become  administrative 
relationships  within  the  organization  of  the  chain.  The  technique  works 
best  with  standardized  commodities  which  require  a relatively  small 
amount  of  servicing.  For  example,  chains  account  for  86  percent  of 
variety  store  business,  84  percent  for  department  stores,  58  for  shoe 
stores,  43  for  grocery  stores,  but  only  8 percent  for  fruit  and  vege- 
table markets  and  3 percent  for  bars  and  beer  joints  which  require  a 
relatively  high  amount  of  labor  to  serve  the  product. 

Naturally,  independent  merchants  fought  the  chains.  For  a while, 
independent  merchant  associations  were  able  to  get  many  state  legisla- 
tures to  lay  special  taxes  on  chains  but  these  laws  were  usually  found 
unconst  i tutiono I . 

The  independent  merchants  fostered  the  fair  trade  movement  which 
received  great  impetus  during  the  depression  of  the  1 930 ’ s . Between 
1933  and  1936,  forty-two  stales  passed  fair  trade  laws  which  allowed 
manufacturers  to  set  retail  prices  which  had  to  be  respected  by  the 
retai lers.  In  1937,  Congress  passed  the  Mi  I ler-Tydings  law  which  exempted 
fair  trade  agreements  from  anti-trust  prosecution. 

These  laws  remained  intact  until  the  end  of  World  War  II  when  the 
rise  of  the  discount  stores,  which  thrived  on  the  fact  that  the  so- 
called  legitimate  stores  had  to  charge  the  fair  trade  price,  slowly 
destroyed  them  through  price  competition.  Numerous  suits  were  brought 


to  force  compliance  with  the  fair  trade  laws  but  the  court  rulings  were 
not  favorable  and  by  I960  except  in  the  drug  and  liquor  trades  they 
were  dead. 

Twenty-two  states  have  fair  trade  laws  dealing  spec i f i ca l ly  wi  th 
the  liquor  trade.  Here  the  laws  are  justified  on  the  basis  of  public 
morality  rather  than  on  economic  grounds. 

The  only  other  effective  restriction  of  retai I competition  is  also 
a product  of  the  stress  of  the  Great  Depression  when  businessmen  of  all 
varieties  fought  for  survival.  In  1926  wholesale  and  retail  merchants 
associations  got  Congress  to  pass  the  Rob i nson-Patman  Act  which  amended 
Section  2 of  the  Clayton  Act  which  had  prohibited  price  discrimination — 
that  is,  selling  at  different  prices  to  different  customers.  The 
Rob i nson-Patman  Act  altered  the  general  nature  of  the  anti-discrimination 
prohibition  by  restricting  it  to  se Tiers  who  discriminated  in  favor  of 
large  buyers  (chain  stores).  The  Clayton  Act  stated  that  sellers  could 
not  discriminate  in  price  when  the  result  "may  be  substantially  to  lessen 
competition  or  tend  to  create  a monopoly  in  any  line  of  commerce."  The 
Rob i nson-Patman  Act  also  prohibits  discrimination  when  the  effect  is 
to  "injure,  destroy,  or  prevent  competition  with  any  person  who  either 
grants  or  knowingly  receives  the  benefits  of  such  discrimination." 

This  says  in  effect  that  if  a manufacturer  or  other  supplier  gives  a 
large  chain  store  buyer  lower  prices  and  it  drives  the  chain's  independent 
competitor  out  of  business,  then  the  manufacturer  has  broken  the  law. 

This  law  does  not  completely  prohibit  suppliers  from  giving  large  buyers 
lower  prices  when  these  lower  prices  actually  represent  lower  costs  but 
they  inhibit  such  lower  prices.  Consequently,  the  Rob i nson-Patman  Act 


could  keep  prices  from  truly  reflecting  costs. 

This  promotes  economic  inefficiency  in  two  places.  The  suppliers 
can  charge  higher  prices  than  would  be  the  case  in  unrestricted  compe- 
tition, their  profits  will  be  higher  than  normal  and  the  industries 
will  have  too  few  resources.  The  independent  wholesale  and  retail  mer- 
chants will  be  protected  from  the  competition  of  the  more  efficient 
chain  stores  and  the  merchandizing  industry  will  also  have  excess  re- 
sources. The  Rob i nson-Patman  Act  has  eliminated  certain  kinds  of  pre- 
datory market  conduct  which  chain  stores  had  used  in  the  past  but,  on 
the  whole,  its  effect  has  been  to  reduce  the  vigor  of  price  competi- 
tion in  merchandizing. 

Summary 

Protecting  independent  merchants  from  chain  store  competition 
is  not  a necessary  safeguard  against  the  rise  of  commercial  monopolies. 
Higher  than  normal  profits  in  almost  any  retail  market  will  soon  attract 
competitors.  Retail  markets  are  not  large  enough,  nor  are  the  barriers 
to  entry  high  enough^ to  al low  any  effective  monopoly  power  to  be  estab- 
lished. Consequently,  most  of  the  legislation  designed  to  rest. let 
competition  in  retail  trade  is  difficult  to  defend  on  economic  grounds. 
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INCOME  DISTRIBUTION  IN  THE  UNITED  STATES 
I.  Introduction 

This  chapter  tries  to  answer  these  questions: 

How  does  the  U.S.  market  system  distribute  income  among  the  people 
living  in  the  system? 

Is  there  a trend,  noticeable  in  the  past  several  years,  toward  more 
or  less  equal  distribution  of  income? 

What  measures  would  have  the  effect  of  reversing  current  trends? 

We  must  start  this  study  recognizing  that  income  is  unequally  dis- 
tributed among  people  in  this  and,  in  fact,  in  every  country.  Actually, 
for  purposes  of  studying  how  income  Is  divided  up  among  the  people  in 
the  U.S.,  economists  study  family  income  rather  than  the  income  earned 
by  each  individual.  This  is  because  the  family  is  usually  the  decision 
making  unit.  If  a family’s  Income  is  inadequate  when  only  one  person 
works,  a solution  is  for  another  member,  perhaps  the  mother,  to  get  a 
job.  Then,  usually,  incomes  are  pooled  and  spent  jointly  by  the  family. 
Because  of  these  family  practices,  economists  study  family  income  and 
spending  practices,  rather  than  individual  actions.  Thus,  studying 
income  distribution  in  the  U.S.  means  to  study  how  and  why  income  is 
unequal ly  distributed  among  fami lies. 

In  this  country,  the  unequal  division  of  income  derives  from  the 
fact  that  ours  is  a market  economy,  which  means  that  people's  primary 
source  of  income  comes  from  selling  productive  services  to  business  or 
government,  or  using  their  productive  services  in  their  own  business. 


I urthermoro,  those  productive  services  include  labor  as  well  as 
property  services.  Thus,  a family's  level  of  income  for  any  year  depends 
mainly  on  it’s  control  over  productive  resources.  Families  with  high 
incomes  either  own  a lot  of  income  earning  property  such  as  land  or 
factories  or  the  family  members  can  provide  labor  services  which  are  in 
great  demand.  Families  with  low  incomes  usually  own  little  or  no 
productive  property,  have  few  if  any  persons  who  can  work  and,  for  those 
who  do  sell  their  labor,  the  services  they  can  provide  are  not  in  great 
demand. 

For  instance,  if  your  father  is  a school  teacher,  your  family  in- 
come is  pretty  much  determined  by  the  salary  your  father  can  earn  teach- 
ing school,  that  is,  unless  you  are  a wealthy  family,  in  which  case 
your  family  income  also  depends  on  how  you  use  this  wealth.  If  your 
father  is  a farmer  who  owns  his  own  farm,  then  your  family  income  depends 
on  the  money  you  earn  from  your  property  and  the  family's  labor.  If 
your  father  is  a retired  mi i Nona  ire  and  no  one  else  works  in  the 
family,  your  family  income  depends  entirely  on  how  well  your  father 
manages  his  wealth. 

The  other  source  of  income  in  this  society,  which  can  either  off- 
set or  exaggerate  the  effect  of  market  forces  on  family  income,  comes 
from  government  in  the  form  of  transfer  payments  of  government  tax 
revenue  to  certain  groups  in  the  society.  Thus,  for  instance,  a widow 
may  receive  survivor  insurance  benefits  each  month  because  her  husband 
was  included  in  the  Social  Security  benefits  program. 

From  the  above  it  should  be  clear  that  in  this  country  a family's 
income  is  affected  by  three  general  forces  which  together  describe 


the  effect  of  tradition,  command  and  market  forces  on  how  income 
is  distributed:  (I)  government  taxing  and  spending  programs  which  take 

income  away  from  some  groups  and  distribute  the  money  or  social  services 
to  other  groups;  (2)  the  distribution  of  private  property  holdings  which 
provide  a source  of  income  either  from  the  appreciation  in  value  of  the 
property  or  from  rents,  profits  or  interest  payments  earned  for  using 
the  property  in  production;  and  (3)  the  distribution  of  labor  services 
which  determines  a family's  ability  to  earn  wages  and  salaries  in  labor 
markets . 

The  following  sections  describe  how  these  three  factors  affect 
family  income  distribution  at  present.  We  then  describe  the  trends  which 
first  reduced  and  more  late’y  seem  to  be  increasing  income  inequality 
in  the  past  forty  years.  This  analysis  should  permit  you  to  make  your 
own  judgments  about  the  impact  of  our  economy's  market,  property  hold- 
ings and  government  structure  on  income  distribution,  thereby  on  the 
achievement  of  national  goals.  Your  judgment  depends  on  relating  current 
income  distribution  trends  to  their  impact  on  economic  justice,  security, 
freedom  and  growth.  Generally,  those  who  are  critical  of  the  unequal 
distribution  of  income  in  this  country  demand  justice  and  security  for 
all  Americans,  if  necessary,  at  the  expense  of  economic  freedom  of  higher 
income  groups.  These  people  contend  that  an  economy  cannot  be  considered 
healthy  if  a large  minority  of  the  people  are  living  at  or  near  a poverty 
level  standard  of  living,  particularly  when  there  are  market  forces  and 
property  relations  which  tend  to  keep  these  people  poor. 

who  believe  that  unequal  income  distribution  is  just,  contend 
that  economic  growth  of  the  economy  depends  on  encouraging  people  to  act 
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in  their  own  self  interest  by  permitting  them  to  earn  an  income  in 
proportion  to  their  contribution  to  production.  Only  if  people  are  free 
to  earn  wages,  salaries,  profits,  interest  and  rent  income  according 
to  what  their  labor  or  porperty  services  are  worth  to  business  and  govern- 
ment, will  people  strive  to  use  their  labor  and  property  in  the  most 
productive  way.  By.  allowing  everyone  to  act  in  this  own  self  interest, 
unhampered  in  his  quest  for  wealth  and  high  income,  we  will  insure  the 
most  productive  use  of  resources;  the  invisible  hand  of  the  market  will 
be  at  work  maximizing  the  wealth  of  the  nation,  just  as  Adam  Smith  pre- 
dicted. 

The  analysis  in  this  chapter  is  not  an  answer  to  this  dilemma, 
because  the  answer  depends,  in  part,  on  one's  values.  However,  it 
sheds  light  on  the  controversy  by  providing  the  information  you  need 
to  judge  how  this  market  economy  works.  This  realistic  understanding 
of  the  effect  of  government,  property  holdings  and  market  competition 
on  the  distribution  of  income  will  permit  you  to  predict  future  trends 
and  the  effect  of  government  policies  in  increasing  or  narrowing  the 
gap  between  the  rich  and  the  poor. 

II.  The  Distribution  of  Personal  Income  among  Families 

It  is  commonplace  to  state  that  the  /Vnerican  standard  of  living  and 
level  of  family  income  are  the  highest  in  all  the  world.  But  few  people 
realize  just  how  modest  the  average  American  income  really  is,  or  how 
great  is  the  range  between  the  highest  and  lowest  incomes. 

Table  I summarizes  the. recent  statistics  on  the  distribution  of 
American  families  by  income  classes.  This  table  describes  the  PERSONAL 
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DISTRIBUTION  OF  I NCOME  among  families.*  Column  (I)  divides  family 
income  into  six  different  income  classes  ranging  from  $3,000  and  under 
to  $15,000  and  over.  Column  (2)  shows  the  percentage  of  families  in 
each  income  class.  Column  (3)  shows  the  percentage  of  the  total  of  all 
income  that  goes  to  families  in  the  given  income  class.  Column  (4J 
shows  the  percentage  of  the  total  number  of  families  which  belongs  to 
the  given  income  class  or  below.  Column  (5)  shows  the  percentage  of  total 
income  which  goes  to  families  who  belong  in  the  given  or  lower  income 
classes. 


By  PERSONAL  INCOME  we  mean  the  income  earned  by  families  from 
either  wages,  salaries,  interest  or  rent  payments,  dividends  from  stocks, 
or  transfer  payments  such  as  welfare  or  unemployment  compensation  from 
some  government  agency.  Not  all  the  national  income  earned  in  this  coun- 
try is  distributed  to  families.  In  particular,  corporations  retain  some 
profits  and  other  income  and  do  not  distribute  it  to  corporation  owners — 
stockholders.  Also,  the  government  collects  sales  and  excise  taxes 
from  businesses  and  this  income  is  not  received  by  families  directly. 

I n Section  III  we  wi I I look  at  the  effect  of  the  drai n of  th is  i ncome 
on  income  distribution. 
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Table  I:  The  Distribution  of  Personal  Income 

by  Family  Units,  1965* 


( 1 ) 

1 ncome  Cl  ass 

(2) 

Percentage  of 
A 1 1 Fami 1 i es 
in  this  Class 

(3) 

Percentage 

Total 

Income  Rec. 
by  this 
Class 

(4) 

Percentage  of 
Fami 1 ies  and 
tndivi dual s i n 
this  Cl  ass  and 
Lower  Ones 

(5) 

Percentage  of 
1 ncome  Rec . by 
this  Class  and 
Lower  Ones 

Under  $3,000 

17 

4 

17 

4 

$3,000  to  $4,999 

16 

7 

32 

1 1 

$5,000  to  $6,999 

18 

1 7** 

51 

28 

$7,000  to  $9,999 

24 

1 g**# 

75 

47 

$10,000  to  $14,999 

17 

26 

92 

73 

$1 5,000  and  over 

8 

27 

100 

100 

Total 

100 

100 

Median  Income 

$6,882 

i 

*The  Census  definition  of  family  excludes  single  persons  not  living  in  families. 
**Figure  includes  income  class  $5,000  to  $7,499. 

***Figure  includes  income  class  $7,500  to  $9,999. 


Source:  Bureau  of  the  Census,  Current  Population  Reports,  Series  P-60,  No.  51, 

January  12,  1967,  p.  2.  Statistical  Abstract  of  the  United  States, 
1967,  p.  332. 


A glance  at  the  table  shows  how  pointed  is  the  income  pyramid 
and  how  broad  its  base.  Although  twenty-five  percent  of  American  families  are 
in  income  classes  $i 0,000  and  above,  they  claim  53  percent  of  the 
total  personal  income.  Seventy-five  percent  of  the  American  families 
have  incomes  less  than  $10,000  and  in  turn  receive  47  percer t of  the 
total  personal  income.*  The  middle  or  "median"  income  class 


Some  of  these  differences  in  money  income  are  compensated  for 
by  non-money  income.  Poor  people  often  receive  charity  gifts  and  free 
services;  farm  families  grow  their  own  food,  and  bright  students  often 
bring  their  families  additional  income  in  the  form  of  scholarships 
and  prizes. 
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(which  divides  the  upper  from  the  lower  half  of  the  people)  amounts 
to  a modest  income  of  about  $6,882.  About  32  percent  of  American 
families,  however,  have  an  income  of  under  $5,000. 

Degree  of  Inequality  in  the  Distribution  of  Personal  I ncome 

One  way  to  measure  the  degree  of  inequality  among  income  classes 
is  to  ask,  what  percent  of  all  income  goes  to  the  lowest  fifth  of 
the  population?  The  second  fifth?  The  third  fifth?  And  so  forth. 

If  incomes  were  perfectly  uniformly  distributed,  each  fifth  or  quin- 
tile of  the  population  would  receive  exactly  one  fifth  or  20  percent 
of  the  total  income. 

Table  2 (below)  compares  the  actual’ income  distribution  of 
families  and  individuals  by  quintiles  with  a hypothetical  distribution 
of  perfect  equality. 

■ Table  2:  Distribution  of  Personal  Income 

Received  by  Each  One-Fifth,  and  by  the  Top  5 Percent 
of  Consumer  Units  , 1965 


(Percentage  of  Income) 


Group  in  Population 

Perfect  Equal i ty 

Actua 1 
1965 

Lowest  Fi fth 

20 

5 

Second  F i fth 

20 

12 

Third  Fi fth 

20 

1 3 

Fourth  Fi fth 

20 

24 

Highest  Fi fth 

20 

U 

total 

100 

100 

Top  5 percent 

15 

*The  Census  definition  of  family  excludes  single  persons  not  living  in  families. 


Source:  Bureau  of  the  Census,  Current  Population  Reports,  Series  P-60,  No.  51, 

January  12,  1966,  p.  5~ 
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As  you  can  see,  the  poorest  fifth  of  American  families  holds  5 
percent  of  the  personal  income  while  the  richest  fifth  receives  41  per- 
cent of  the  income — eight  times  as  much!  The  top  5 percent  of  families 
claim  15  percent  of  personal  income — three  times  the  income  received 
by  families  in  the  lowest  20  percent. 

Effect  of  Income  Taxes  on  Income  Distribution.  Taxes,  especially 
graduated  income  taxes,  alter  the  pattern  of  income  distribution. 

Table  3 (below)  shows  the  influence  of  such  taxes  by  comparing  personal 
income  by  income  classes  before  and  after  payment  of  federal  individual 
income  taxes. 

Tab  -e  3:  Distribution  of  Personal  Income 

Before  and  After  Federal  Individual  Income  Taxes,  1964 


Family  Incomes 

Proportion  of  Total 

Personal  Income 

Before  Taxes 

After  Taxes* 

Under  $2,000 

2% 

2% 

$2,000-53,999 

7 

1 3 

$4,000-55,999 

1 1 

16 

$6,000-57,499 

12 

1 4 

$7,500-59,999 

19 

22 

$10,000-514,999 

23 

20 

$15,000  and  over 

26 

18 

TOTAL 

1 00% 

100$ 

^Federal  income  taxes  are  estimated  vor  each  family  and  subtracted 
from  total  income  to  obtain  disposable  income. 


Source:  The  University  of  Michigan,  Survey  Research  Center,  1965 

Survey  of  Consumer  Finances,  Monograph  No.  42  (Ann  Arbor, 
Michigan:  Ann  Arbor  Press,  1966),  pp.  16-17. 

Federal  income  taxes  have  the  effect  of  redistributing  income  in 
favor  of  the  lower  income  classes.  Those  with  incomes  of  $15,000  and  over 


had  their  share  of  total  money  income  of  the  nation  reduced  from  26 
percent  to  18  percent  by  the  federal  income  tax.  On  the  other  hand, 
those  who  had  incomes  less  than  $4,000  had  their  share  of  total  money 
income  increased  from  9 percent  to  15  percent.  If  we  include  all 
taxes,  direct  and  indirect,  the  red i str i but i on  is  perhaps  slightly 

i 

greater.  A study  made  by  Richard  A.  Musgave  in  iy55  estimated  that 
taxes  used  by  all  level.s  of.  government  took  less  than  25  percent 
from  incomes  be-low  $3,000  and  nearly  40  percent  from  incomes  above 
$10,000.  Despite  the  equalizing  effect  of  taxation  in  iy64,  families 
in  income  brackets  under  $4,000  received  only  15  percent  of  the  national 
income  after  taxes,  while  families  in  income  brackets  over  $10,000 
received  38  percent  of  the  national  income. 

Lorenz  Curve.  The  information  in  Table  2 can  be  put  in  graphic 
form  by  using  what  is  called  a Lorenz  curve  (the  curve  is  named  after 
its  originator).  Figure  I below  plots  percentaqe  of  people,  ranked 
from  the  poorest  up  (0  to  1 00% ) on  the  horizontal  axis  and  percentage 
of  total  income  they  receive  on  the  vertical  axis.  If  income  distribu- 
tion were  perfectly  equal,  it  would  be  represented  by  the  diagonal 
line  oy.  The  curve  to  the  right  of  oy  shows  the  actual  distribution 
of  income  in  1964.  The  shaded  area  between  the  curve  of  perfect  equality 
and  the  actual  1964  income  distribution  shows  how  much  our  actual  dis- 
tribution of  income  deviated  from  perfect  equality  and  hence  gives  us 
a measure  of  the  degree  of  i nequa I i ty  of  income  distribution. 

* See  Joint  Economic  Committee,  Federal  Tax  Policy  for  Economic 
Growth  and  Stability  (Washington,  D.C.:  U.S.  Government  Printing 

Office,  1955),  pp.  96-107. 
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Figure  I : Distribution  of  Income  in  the  United  States,  1964 


Lorenz  Curve 
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The  light  space  in-between  these  two  lines  shows  the  effect  of  income 
taxes  if  they  redistribute  income  to  create  more  equality. 


There  are  two  ways  to  describe  income  distribution.  In  the  last 
section  we  described  the  PERSONAL  DISTRIBUTION  OF  INCOME,  the  division 
of  personal  income  among  households  or  family  units  classified  from 
low  to  high  annual  income  classes.  Here  we  introduce  another  way  to 
classify  income  called  the  FUNCTIONAL  DISTRIBUTION  OF  INCOME,  so 
called  because  it  shows  the  division  of  National  Income  among  wages 
or  salaries,  rents,  interest  and  profits.  This  is  the  functional 
distribution  of  income  because  it  shows  how  National  Income  is  divided 
up  according  to  the  function  performed  to  earn  the  income. 


III.  Functional  Distribution  of  Income 
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shows  the  functional  distribution  of  Na+ional  Income  for  Iy66. 

Since  the  time  of  David  Ricardo,  another  famous  English  economist 
who  wrote  in  the  early  1800’s  somewhat  after  the  time  of  Adam  Smith, 
the  distribution  of  income  by  function  has  been  of  prime  interest  to 
economists  in  search  of  economic  laws  explaining  the  effect  of  market 
competition  and  the  market  system  on  the  distribution  of  income  into 
wages,  rents,  interest  and  profits.  Economists  were  searching  for 
laws  of  the  market  which  would  permit  them  to  explain  and  predict  the 
inequality  of  income  distribution  among  persons  and  classes.  They 
were  particularly  interested  in  predicting  changes  in  the  relative 
incomes  of  wage  earners,  land  owners  (the  aristocracy  of  that  tiime)  and 
the  new  capitalist  class'  of  factory  owners  and  merchants  at  different 
stages  in  the  development  of  capitalism.  We  introduce  this  study  or 
functional  distribution  of  income  for  much  the  same  reason.  Looking 
at  the  source  of  income  will  help  us  find  the  causes  for  the  unequal 
distribution  of  income  today. 

'in  this  section  the  income  total  we  are  analyzing  is  National 
Income  rather  than  personal  income.  National  Income  is  all  of  the 
income  earned  in  the  production  of  GNP,  whether  the  income  is  received 
by  families  or_ corporations.  Personal  income  is  the  total  of  all 
income  received  by  households  only,  and  it  includes  both  labor  and 
property  income  earned  by  households,  plus  transfer  payments. 
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Table  4:  Distribution  of  National  Income 

by  Functional  Shares,  1967 


Types  of  Income  Shares 

In  8(11  ions 
of  Dol 1 ars 

Percent  of 
Tota 1 1 ncome 

Total  National  Income 

$649-6 

100.0 

Employee  Compensation 

Wages,  Salaries,  and 
Fri nge  Benef i ts 

469.6 

72.3 

Proprietor's  Income 

Business,  Professional, 
and  Farm 

58.4 

9.0 

Property  1 ncome 

Corporate  Profits 

79.1 

12.1 

Renta  1 s 

20.1 

3.  1 

Net  1 nterest 

22^4 

3.5 

Total  Property 

121  .6 

18.7 

Source:  Economic  Report  of  the  President,  January  1968.  (Washington, 

D.C.:  U.S.  Government  Printing  Office,  1968),  p.  223. 


Table  4 shows  that  about  71  percent  of  National  Income  produced  in 
the  United  States  went  to  employees  as  compensation  for  labor  services. 
Income  in  this  category  includes  wages,  salaries,  and  fringe  benefits 
such  as  social  security  insurance,  and  private  pension  plans.  Some 
18.7  percent  of  income  is  allocated  to  property  owners  as  payment  for 
rent,  interest,  and  corporate  profits.  The  remainder  of  incore  produced 
9.0  percent — is  received  by  persons  who  are  self-employed  businessmen, 
farmers,  or  professionals  referred  to  in  the  national  accounts  as 
propr i eto"s . The  income  earned  by  this  category  includes  a mixture 
of  labor  and  property  earnings  since  part  of  proprietors'  income  is 
earned  by  providing  owner- labor  service  and  partly  by  providing 
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owner-cap  i ta  I investments.  Unfortunately,  it  is  very  difficult  (if  not 


impossible)  statistically  to  disentangle  proprietors’  income  into  its 
two  functional  components,  labor  and  property.  Therefore,  it  is  general 
practice  to  treat  proprietors’  income  as  a third  category  of  National 
I ncome . 

Changes  in  Functional  Shares  1900-1965 

There  is  considerable  agreement  among  scholars  that  labor’s  share 
of  National  Income  has  increased  moderately  since  1900  while  property's 
share  has  fallen.  However,  most  of  the  increase  occurred  prior  to  1930 
and  relative  shares  remained  fairly  constant  since  then.  Three  recent 
studies  using  somewhat  different  methods  all  arrive  at  the  same  conclu- 
sions. * 

Tables  5 and  6 below  summarize  the  changes  in  functional  shares 
for  the  period  1900-1965.  Table  5,  taken  from  an  earlier  study  of  dis- 
tributive shares  in  National  Income,  covers  the  period  1900-1957. 

Table  6 updates  the  data  to  1965,  showing  changes  in  functional  shares 
in  five  year  intervals  for  the  past  two  decades. 

Labor’s  Share,  1900-1965.  Labor's  share  of  National  Income  in- 
creased from  55.0  percent  of  National  Income  in  1900  to  70.7  percent 
in  1965.  Note,  however,  that  most  of  the  increase  (II. 8 percent)  in 


labor' 


s share  took  place  during  the  years  1900-1930. 


I: 


l 


See  (I)  lrv>«cpB.  Kravis,  "Relative  Income  Shares  in  Fact  and 
Theory,"  American  Economic  Rev i ew , December,  1959,  pp.  917-49;  (2) 

John  W.  Kendrick,  Productivity  Trends  in  the  United  States  (Princeton, 
N.J.:  Princeton  University  Press,  1961),  p.  21;  (3)  E.F.  Denison,  The 

Sources  of  Economi c Growth  i n the  Un i ted  States  (New  York:  Commi ttee 

on  Economic  Development,  1962),  p.  30. 


-147- 


ERJC 


163 


Table  5:  Pi str i buti ve  Shares  in  National  Income,  1900-1957 

(Percent  of  National  Income  in  Category) 


Peri od 

Total 
Nati ona 1 
1 ncome 

Employee 
1 ncome 

Propri etor 
1 ncome 

Property 
1 ncome 

Property  1 ncome 
Corporate  Interest 

Prof i ts 

Rent 

iyoo-oy 

100 

55.0 

23.6 

21.4 

6.8 

5.5 

9.  1 

i yo5- 1 4 

100 

55.2 

22. y 

21  .8 

6.9 

5.8 

9.  1 

i y i o- i y 

100 

53.2 

24.2 

22,6 

9.7 

5.2 

7.7 

iy 15-24 

100 

57.2 

21  .0 

21  .8 

8.9 

5.3 

7.6 

iy2G-2y 

100 

60.5 

17.6 

22.0 

8.2 

6.2 

7.6 

1 y25-34 

100 

63.0 

15.8 

21  . 1 

6.4 

8.  1 

6.6 

iy2y-38 

100 

66.6 

15.5 

17.8 

4.3 

8.9 

4.6 

iy30-3y 

100 

66.8 

15.0 

18. 1 

4.9 

8.2 

5.0 

1 y34-43 

100 

65.  1 

16.5 

18.4 

9.  1 

6.0 

3.3 

1939-48 

100 

64.6 

17.2 

18.3 

1 1 .9 

3.  1 

3.3 

1 y44-53 

100 

65.6 

16.4 

18.  1 

12.6 

2.1 

3.4 

iy4y-57 

100 

67. 1 

13. y 

18. y 

12.8 

2.7 

3.4 

Source:  1.0.  Kravis,  "Relative  Income  Shares  in  Fact  and  Theory,"  American  Eco- 

nomic Review,  Dec.  1959,  p.  919. 
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Table  6:  Functional  Distribution  of  National  Income 

by  Percent,  Selected  Years,  1945-1965 


Type  of  Income  Share 

1945 

1950 

1955 

i960 

1965 

Total  National  Income 

100.0 

100.0 

100.0 

100.0 

100.0 

Emp 1 oyee  1 ncome 

Wages,  Salaries  and 
Fr i nge  Benef i ts 

67.8 

64.1 

67.8 

71  .0 

70.7 

Proprietors'  Income 
Business  and 
Profess i ona 1 

17.3 

15.6 

12.6 

1 1 .3 

9.9 

Property  Income 

Corporate  Profits 

10.6 

15.6 

14.2 

12.0 

13.2 

Renta  1 s 

3.  1 

3.9 

4.2 

3.8 

3.4 

Net  Interest 

1.2 

.8 

i .2 

2.0 

3.0 

TOTAL  PROPERTY 

14.9 

20.3 

19.6 

17.8 

19.6 

Source:  Economic  Report 

of  the 

Pres i dent. 

1967,  p. 

226. 
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There  were  a number  of  structural  changes  occurring  in  the  eco- 
nomy prior  to  the  1930's  which  explain  the  large  increase  in  func- 
tional shares  in  favor  of  labor.  One  of  the  most  important  was  the 
declining  role  of  the  independent  proprietor  and  the  growing  impor- 
tance of  the  corporate  form  of  business.  As  the  independent  business- 
men and  farmers  became  employees  of  a corporation,  their  income, 
which  formerly  would  have  been  treated  in  the  national  accounts  as 
proprietor's  income,  was  then  counted  as  wages  and  salaries.  After 
1930,  the  growth  of  the  government  as  a source  of  income  also  shifted 
income  to  the  wages  and  salaries  category.  The  continuing  increase 
in  labor's  share  since  the  1930's  has  also  been  largely  "captured" 
from  the  self-employed  category  rather  than  property  income.  Pro- 
prietor's income,  continuing  the  trend  evident  since  1900,  declined 
by  9.5  percent  during  the  years. 1945-1965. 

Some  recent  studies  explain  the  increase  in  labor's  share  during 
the  years  1900-1957  as  the  result,  in  part,  of  the  increased  produc- 
tivity of  labor  relative  to  capital.  Two  such  studies1  indicate  that 
the  real  wage  level  rose  much  faster  than  tne  rate  of  return  to  capital 
during  this  period.  A number  of  factors  were  responsible  for  the  in- 
crease in  labor's  productivity  and  hence  the  real  wage  rate:  (I)  "capital 

deepening"  ( i . e . , providing  more  capital  behind  each  member  of  the  labor 
force);  (2)  sc ient i f i c and  engineering  progress  which  furnished  labor  not 
only  with  more  capital,  but  with  better  capital;  and,  (3)  greater 

I 

Kendrick,  op . c i t . 

Denison,  op.  cit. 
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investment  in  human  capital  through  more  education  and  training. 

Property’s  Share,  I90C-I965.  With  the  exception  of  a sharp  decline 
in  1947,  property's  share  of  National  Income  fluctuated  narrowly  between 
22.6  percent  and  17.8  percent  of  National  Income  during  the  years  1900- 
1965.  The  relative  stability  of  total  property  shares  during  these  years, 
however,  hides  some  important  offsetting  trends  within  the  categories 
of  interest,  rents,  and  corporate  profits. 

Interest  Shares.  Interest  payments  fluctuated  widely  during  the 
years  1900-1965  ranging  from  0.8  percent  of  National  Income  to  8.9  per- 
cent. In  the  decade  1955-65  substantial  increases  in  interest  rates — 
partly  the  result  of  government  policy  and  partly  the  result  of  a very 
rapid  growth  in  private  debt — increased  modestly  the  interest  share  of 
National  Income  to  3.0  percent  in  1965. 

Rental  Shares.  The  share  of  rental  income  declined  from  9.1  per- 
cent in  1900  to  3.4  percent  in  1965.  This  sizable  drop  was  largely  the 
result  of  the  declining  importance  of  agriculture  (land)  over  the  cen- 
tury. After  1934,  rental  shares  became  a very  stable  component  of  National 
Income  fluctuating  between  3.3  percent  and  3.4  percent  of  National  Income. 

Corporate  Profits'  Share.  Over  the  entire  period  1900-1965,  cor- 
porate profits  ranged  from  4.3  percent  to  15.6  percent  of  National  Income. 
Corporate  profits  showed  no  steady  upward  or  downward  trend  but  rather 
fluctuated  widely  with  the  level  of  economic  activity.  In  general,  cor- 
porate profits  were  a higher  share  of  National  Income  during  the  years 
1939-1965  than  earlier  periods.  They  were  also  more  stable  during  this 
period  fluctuating,  with  the  exception  of  1950,  narrowiy  between  11.9  percent 
to  14.2  percent  of  National  Income. 
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The  National  Income  figures  on  corporate  profits  exclude  deprecia- 
tion allowances  for  businesses.  Corporations  ’’write  off’’  capital  invest- 
ments by  retaining  some  income  each  year  to  compensate  for  the  wearing 
out  of  plant  and  equipment.  Since  1956  there  has  been  a . progress i ve 
liberalization  by  the  Congress  and  the  Treasury  Department  of  depreciation 
allowances  which  corporations  can  report  as  a cost  of  production  for 
tax  purposes;  corporate  income  is  actually  much  higher  than  these  figures 
show.  Unless  this  adjustment  is  made,  corporate  income  (profits  plus 
depreciation)  as  a share  of  National  Income  is  understated,  thereby 
giving  us  a distorted  picture  of  the  relative  shares  of  National  Income 
earned  by  labor  and  property. 

Effect  of  Unions  on  Labor's  Share 

Many  people  view  trade  unions  as  a means  of  increasing  the  workers' 
share  in  the  distribution  of  income  at  the  expense  of  property  owners — 
that  is,  at  the  expense  of  the  receivers  of  rent,  interest,  and  profits. 

A number  of  studies  have  tried  to  test  this  view,  but  there  is  no  generally 
agreed  to  conclusion.*  While  all  the  studies  show  the  ratio  of  wages  and 
salaries  to  National  Income  have  risen  slightly  since  the  1900's,  there 
is  no  evidence  that  this  has  occurred  at  the  expense  of  corporate  pro- 
fits. The  major  explanation  for  the  rise  in  labor's  share  is  the  shift 
in  the  composition  of  the  labor  force  from  the  self-employed  to  the 

Vor  a summary  of  this  literature,  see  Clark  Kerr,  "Labor's  Income 

Share  c;>d  the  Labor  Movement,"  in  G.W.  Taylor  and  F.C.  Pierson,  (eds.). 

New  Concepts  i n Wage  Determ i nat i on  (New  York:  McGraw-Hi I I Book  Co. , 

1957).  Also  see  Albert  Rees,  The  Economics  of  Trade  Unions  (Chicago. 

The  University  of  Chicago  Press,  1962),  p.  94.  Rees  admits,  however,  that 
unions  have  been  effective  in  changing  the  relative  wages. 
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employee  category  (already  discussed  above).  Hence  it  cannot  be  said 
that  a rise  in  labor's  share  was  a direct  result  of  union  power.  The 
statistical  evidence  is  not  altogether  convincing  to  those  who  are  sym- 
pathetic to  labor  unions.  They  would  counterargue  that  without  unions 
there  would  have  been  a drastic  decrease  in  labor's  share  and  a drastic 
increase  in  profits;  and  that  unions  have  at  least  been  able  to  stem 
such  a decrease. 

IV.  Sources  of  Inequality  in  the  Distribution  of  Family  Income 

Now  that  we  have  discussed  the  relative  importance  of  labor  and  pro- 
perty income  in  National  Income  we  can  do  the  same  thing  with  personal 
income — determine  the  percentage  of  personal  income  made  up  by  wages, 
salaries,  interest,  rent,  profits  and  another  category,  transfer  pay- 
ments. By  showing  the  sources  of  income,  the  functional  distribution  of 
personal  income  will  give  some  clues  as  to  why  income  is  unequally  dis- 
tributed. In  particular,  it  will  show  us  the  effect  on  income  distribu- 
tion of  property  ownership. 

Table  7 shows  four  sources  of  personal  income  received  by  family 
units  in  1965:  (I)  employee  income,  (2)  proprietor's  income,  (3)  pro- 

perty income,  and  (4)  transfer  payments.  This  table  is  similar  to  the 
data  given  in  Table  4 which  showed  +he  functional  distribution  of  National 
Income.  However,  this  table  describes  the  functional  distribution 
of  personal  income  instead  of  National  Income.  National  Income  includes 
income  received  by  both  families  and  corporations,  while  personal  income 
includes  only  income  received  by  families.  Thus,  personal  income  in 
Table  7 has  an  additional  category  of  transfer  payments,  which  are  money 
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paymenfs  obtained  from  the  government  for  social  security,  unemployment 
insurance,  public  welfare,  veterans'  benefits,  and  the  like.  This 
source  of  personal  income  is  called  transfer  payments  because  they  are 
financed  by  the  government  through  some  form  of  taxation  and  "transferred" 
to  households  through  the  various  social  service  programs.  They  differ 
from  other  sources  of  personal  income  in  that  they  represent  money  income 
received  but  not  earned  for  current  productive  services. 
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Tab  I e 7: 


Sources  of  Personal  Income  by  Factor  Shares,  1965 


Source 


Billions  of  Dollars  Percent  of  Per- 
sonal Income 


Employee  Income 

575.6 

70.8 

Prop  r i etor ’ s 1 ncome 

54.5 

10.3 

Business  and  Professional 

40.3 

7.6 

Farm 

14.3 

2.7 

Property  1 ncome 

74.6 

14. 1 

Renta  1 

18.6 

3.5 

Dividends 

18.9 

3.6 

1 nterest 

37.  1 

7.0 

Transfer  Payments' 

39.2 

7.4 

TOTAL 

543.9 

102.5 

Less:  Personal  Contri- 

butions to  Social 
1 nsurance^ 

13.2 

3.5 

TOTAL  PERSONAL  INCOME 

530.7 

100,0 

Includes  such  things  as  unemployment  insurance  payments,  or  workmen’s 
compensation  payments  when  one  is  out  of  work  or  injured;  social  security 
payments  after  one  is  65  years  old;  veterans*  benefits;  welfare  payments. 


i 


2 

These  are  the  payments  one  makes  to  the  government  for  unemployment 
insurance,  or  social  security,  etc. 


Source:  U.S.  Department  of  Commerce,  Office  of  Business  Economics, 

Survey  of  Current  Business,  Vol.  46,  No.  4,  April  iy66,  p.  5. 


Distribution  of  Personal  Income  by  Sources 

Now  we  can  combine  the  two  ways  of  describing  personal  income 
distribution  to  show  how  the  kinds  of  income  are  distributed  by  family 
income  classes.  This  way  of  looking  at  income  data  is  complicated  but 
valuable  because  we  can  see  if  certain  sources  of  income  are  more  equitably 
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distributed  than  others.  Tables  8 and  9 give  alternative  tabulations 
of  this  sort.  For  each  family  income  decile  (i.e.,  eacn  tenth  of 
the  population  from  lowest  to  highest  incomes).  Table  8 presents  the 
percentage  distribution  of  each  kind  of  income.  For  each  kind  of 
income  Table  9 shows  what  percent  of  that  kind  of  income  is  earned  by 
each  family  income  class. 
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Table  8:  Sources  of  Income  within  Total  Family  Income  Deciles,  1964 

(Percentage  distribution  of  dollars  received  by  families  in  each  geci le) 
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Distribution  of  Each  Major  Source  of  Income  among 
Family  Income  Classes 


(Percentage  distribution  of  all  dollars  from  each  source  of  income) 


T 4*  a 1 (T  ^ «-n  * 1 v / - 

SOURCE  OF  INCOMES- 

1 OT a 1 r am i 1 y 

1 ncome  Dec i 1 es 

Earned  Income 

Cap i ta 1 

Mixed  Labor 
Cap i ta 1 

T rans- 
fer  Pay- 
ments 

Al  1 

Fami ly 
1 ncome 

Head 

Wife,  Other 
Fami ly 
Members 

Lowest  Tenth 

# 

1 

## 

1 

1 

1 1 

Second  Tenth 

2 

1 

2 

2 

2 

20 

Th i rd  Tenth 

4 

4 

4 

5 

3 

16 

Fourth  Tenth 

6 

6 

5 

4 

6 

1 1 

Fi fth  Tenth 

8 

9 

6 

4 

6 

7 

Sixth  Tenth 

10 

10 

8 

4 

7 

6 

Seventh  Tenth 

12 

13 

1 1 

5 

6 

5 

Eighth  Tenth 

14 

14 

4 

6 

1 1 

4 

Ninth  Tenth 

17 

15 

24 

9 

15 

6 

Highest  Tenth 

27 

27 

26  ; 

59 

43 

14 

TOTAL 

100 

100 

100 

100 

100 

100 

* 0.6  percent 

**  Less  than  0.5  percent 

a.  For  definition  of  income  sources,  see  notes  to  Table  8. 

Source:  University  of  Michigan,  Survey  Research  Center,  1965  Survey  of 

Consumer  Finances,  Monograph  No.  42,  p.  23. 


A careful  study  of  Tables  8 and  9 reveals  some  very  st.rtling  facts 
about  the  distribution  of  sources  of  family  income.  These  facts  may  be 
summar  ed  as  fol lows: 

(i/  Income  from  all  sources — labor,  property,  and  transfer  payments  — 
is  unequally  distributed  among  the  population. 

(2)  Property  income,  however,  is  more  unequa I I y d i str i buted  than 
labor  income  or  transfer  payments.* 


Because  of  the  concentration  of  property  income  in  the  high  income 
classes,  the  relative  size  of  the  labor  and  capital  shares  in  National  In- 
come becomes  important.  A rising  trend  in  labor's  share  of  total  income 
makes  for  a more  equal  distribution  of  household  income,  while  a declining 
trend  will  have  the  opposite  effect. 
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(3)  Earned  income  from  labor  is  a major  source 'of  income  for  all 
income  deciles.  Contrary  to  popular  belief,  the  upper  groups  (with  the 
possible  exception  of  the  top  five  percent)*  do  not  consist  mainly  of  the 
idle  rich.  Most  families  with  incomes  of  about  $15,000  hold  either 
salaried  jobs  or  are  self-employed  and  combine  property  income  with  substan- 
tial income  from  work. 

(4)  Transfer  payments,  as  we  would  expect,  are  more  heavily  concen- 
trated  in  the  lower  income  deciles  than  the  higher  income  deciles.  They 
account  for  56  percent  of  the  income  in  the  lowest  tenth  and  47  percent 
of  the  second  lowest  lenth.  Although  the  highest  tenth  received  a larger 
percentage  share  of  transfer  payments  than  the  lowest  tenth  (15$  as  com- 
pared with  11$),  the  bottom  three-tenth  families  received  47  percent  of 
transfer  payments  as  compared  with  24  percent  for  the  top  three-tenth 

families.  On  balance,  it  is  not  clear  to  what  extent  transfer  payments 

2 

redistribute  income  in  favor  of  the  ,ower  income  brackets. 

V.  Sources  of  Inequality  in  Labor  Income 

As  the  previous  section  showed,  both  labor  income  and  property  in- 
come are  unequally  distributed  among  families.  Although  there  is  more 
inequality  in  the  distribution  in  property  income,  perhaps  the  differences 
in  wage  and  salary  earnings  are  more  important.  This  is  because  for  most 
people,  particularly  for  the  poor,  labor  income  is  the  major  part  of  family 

* Those  in  the  top  five  percent  income  bracket  receive  only  about 
ten  percent  of  total  wage  and  salary  payments  but  more  than  two-thirds 
of  the  dividends  payments  and  about  half  of  all  property  income.  (See 
Lloyd  G.  Reynolds,  Economics-.  Homewood,  Illinois:  Richard  D.  Irwin, 

Inc.,  1 966 , p . 421.) 

2 

In  order  to  determine  the  exact  amount,  it  would  be  necessary  to  com- 
pare the  interest  paid  on  the  national  debt  (which  goes  more  to  the  rich) 
with  benefits  paid  to  veterans,  aged,  and  expenditures  on  public  health 
and  education  (which  goes  to  the  poor). 
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Generally,  differences  in  wage  and  salary  earnings  stem  from  three 
sources:  (I)  differences  in  productivity  among  workers,  (2)  differences 

in  market  power,  and  (3)  differences  in  opportunities  to  advance.  In 
this  section  we  will  summarize  the  existing  variations  in  labor  income  by 
examining  wage  differentials  among  workers  on  the  basis  of  occupation, 
age,  sex,  color,  r-.gion  and  education.  Whenever  we  can,  we  will  try 
to  relate  these  wage  differentials  to  the  product i vi , market  power,  and 
opportunities  avai I able  to  the  groups  being  examined. 

Occupational  Wage  Differentials 

Variations  in  the  relative  earnings  of  workers  by  occupation  is  a 
major  source  of  income  inequality.  As  Table  10  shows,  the  labor  market 
establishes  widely  differing  wage  rates  for  different  occupation  groups. 

In  ly65  median  incomes  of  family  heads  in  civilian  jobs  ranged  from  $2,292 
for  household  workers  to  $12,021  for  self-employed  professional  men. 
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Table  10:  Median  Income  of  Family  Head  by  Major  Occupation  Groups,  1965 


Peru (<«•  I ion  Groups 


Median  Annual 
Earnings,  1965 


Professional,  technical,  and  kindred  workers 
Se I f -Emp I oyed 
Sa lariud 


$10,064 


Managers,  officials,  and  proprietors,  exc.  farm 
Se I f-Emp I oyed 
Sa  I ari  ed 


Clerical  and  kindred  workers 
Sales  workers 

Craftsmen,  foremen,  and  kindred  workers 

Oper  s and  kindred  workers 

Priv  ousehold  workers 

Service  workers,  exc.  private  household 

Farm  laborers  and  foremen 

Farmers  and  farm  managers 

Laborers,  exc.  farm  and  mine 


12,021 

9,908 

9,721 

7,843 

10,547 

7,424 

8,567 

7,982 

6,872 

2,292 

5,920 

3,028 

3,997 

5,327 


Source:  U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Cu rrent 

Population  Reports,  Series  P-60,  No.  49,  August  10,  1966,  p.  3. 
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Wage  differentials  in  a free  competitive  market  result  from  differences 
in  native  talent,  education,  training,  productivity,  and  the  difficulty 
or  unpleasantness  of  the  job.  These  occupational  wage  differences  will 
widen  or  narrow  over  time,  depending  on  how  supply  of  the  kind  of  worker 
reacts  to  demand.  If  demand  for  the  higher  skills  is  rising  rapidly  while 
supply  is  restricted  by  educational  requirements  or  other  bottlenecks, 
occupational  wage  differences  may  widen.  But  as  educational  training 
facilities  are  expanded,  the  supply  of  technical  power  may  rise  faster 
than  demand,  and  wage  differentials  will  narrow  again. 

Wage  differentials  by  occupation  may  also  result  from  market  imper- 
fections which  place  restrictions  on  labor  mobility  and  thereby  prevent 
movement  up  the  occupational  ladder.  Some  of  the  more  important  of  these 
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restrictions  on  the  free  mobility  of  labor  are  listed  below: 

(1)  The  training  needed  to  prepare  a person  to  enter  many  occupa- 
tions is  expensive  in  terms  of  time  and  money,  or  may  require  special 
physical  or  mental  capabilities.  Moreover,  facilities  for  providing  the 
training  may  be  limited.  Thus,  the  supply  of  doctors,  some  kinds  of 
engineers,  and  business  executives  is  limited  relative  to  the  market 
demand.  This  largely  explains  why  these  professions  are  among  the  highest 
paid  among  all  occupations. 

(2)  Sometimes,  restrictions  upon  entry  are  imposed  by  professional 
organizations,  by  unions,  or  by  the  state.  These  restrictions  may 
take  the  form  of  requiring  a license,  high  initiation  fees,  a prolonged 
period  of  training  or  apprenticeship,  limited  training  facilities,  or 
membership  in  a union  which  keeps  its  rolls  closed.  The  American  Medical 
Association,  for  example,  has  been  able  to  limit  the  supply  of  +he  skills 

they  represent  through  their  control  over  training  and  qualifying  examina- 

. . I 
ti ons. 

(3)  Many  people,  especially  older  people,  hesitate  to  move  to  new 
areas  or  new  occupations,  even  when  a favorable  opportunity  is  present. 

(4)  Barriers  to  entry  into  an  occupation  may  be  erected,  aga i nst  parti- 
cular groups — the  aged,  women,  or  Negroes.  These  barriers  may  keep  wages 
in  some  lines  above  the  level  that  they  would  reach  without  the  barriers. 
Moreover,  if  they  are  sufficiently  widespread,  they  will  have  ar  adverse 
effect  upon  earnings  in  the  occupations  which  cannot  be  "protected"  since 

*See  Milton  Friedman,  Capitalism  and  Freedom.  (Chicago:  The 

University  of  Chicago  Press,  1963),  Chapter  IX. 
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the  supply  of  people  wanting  jobs  in  "open"  occupations  will  be  swelled 
by  those  turned  away  from  "closed"  occupations.  Because  of  +nese 
barriers,  wage  differentials  exist  on  the  basis  of  age  of  head,  sex, 
and  color. 

Differential  by  Age  of  Head.  In  a purely  competitive  economy,  wage 
differences  because  of  age  should  be  related  to  efficiency.  The  young 
person  just  learning  a job  should  naturally  receive  less  than  a mature 
person  skilled  in  his  job;  the  wages  of  an  older  person,  whose  efficiency 
is  falling,  should  receive  less  than  if  he  were  at  his  prime.  Table  II 
(below)  shows  the  distribution  of  family  income  by  age  and  income  classes. 
Family  income  shows  a tendency  to  rise  until  the  head  reaches  middle  age 
and  to  decline  thereafter  as  he  reaches  retirement  age.  It  is  hard  to 
prove  whether  this  trend  can  be  explained  by  differences  in  productivity 
or  because  of  discrimination  in  hiring  and  promotion  against  youth  and 
the  elderly. 


Table  I I : Distribution  of  Family  Income  by  Income 

Group  and  Age,  196? 


Age  of 

Number 

' 

1 Total 

Money 

Income  Before  Taxes 

Head  of 
House 

of 

Fami 1 i es 

Med i an 
1 ncome 

Money 
1 ncome 

Up  to 
$3,000 

o 
o o 
4-  o 

•s 

5 to 
$7^000 

7 to 
$10,000 

$10,000 
and  over 

Thousands 

Do  1 1 a rs 

Percent 

Percent  of  All  Persons  in  Group 
with  1 ncome 

14-24 

3,050 

5,399 

100 

21 

23 

28 

21 

7 

25-34 

9,291 

7,041 

100 

12 

15 

23 

32 

19 

35-44 

1 1,094 

7,867 

100 

9 

14 

19 

28 

21 

15-54 

10,460 

8,238 

100 

10 

12 

16 

25 

36 

35-64 

7,489 

6,885 

100 

17  ‘ 

16 

21 

21 

28 

35-over 

6,895 

3,460 

100 

43 

24 

1 1 

1 1 

10 

Source:  U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current  Population 

Reports,  Series  P-60,  No.  49,  August  10,  1966,  p.  2~ 
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Pi f ferenti a I by  Sex.  There  is  a considerable  differential  between 
median  incomes  of  men  and  women.  For  example,  the  median  income  for  women 
in  1 96b  was  11,480  as  compared  to  $4,976  for  men  (Table  12).  The 
relatively  low  median  income  for  women  in  1965  can  be  explained  in  part 
by  the  sizable  proportion  of  women  who  worked  only  part-time  or  inter- 
mittently during  the  year.  However,  even  among  year-round,  full-time 
workers,  the  median  income  of  women  was  substantially  less  than  that  of 
men— $3,800  as  compared  with  $6,748.  Equally  str  i ng  differences  between 
total  money  income  of  women  and  men  are  revealed  when  the  percentages  are 
compared  at  various  price  levels. 

Table  12:  Distribution  of  Income  by  Income  Classes  anJ  by  Sex,  1965 


Sex  of 
Head  of 
House 

By  No.  of 
Rec ip i ents 

J 

Per 

1 Tota ! 

Mon 

ay  Income  before  Taxes 

Cap i ta 
Mod i an 
1 1 ncom^ 

Fami 1 y 
1 neeme 

) 

Up  1 o 1 
$3,  000j 

3 TO 
$5,000 

1 

5 to 
$7,000 

7 to 
$10,000 

$ iuTouo 
and  over 

Thousands' 

t5o  1 1 a rs 

Percent 

Percent  of  A 

II  Persons  in  Group  with  Income 

Male 

54,827 

4,975 

IOC 

21 

19 

» ! 

i 

1 

! 22 

1 5 

Fema 1 e 

42,223 

i 

1 ,480 
! 

100 

70 

19 

8 

1 3 

1 

Source:  U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current  Popul ation 

Report,  Series  P-60,  No. *51,  January  12,  1967,  p.  5T. 


The  relatively  lew  income  of  women  wao  worked  full-time  as  com- 
pared with  men  is  largely  duo  to  the  concentration  of  women  in  lower 
paid  occupat i ons/ such  as  clerical  workers,  operatives  and  service 
workers.  Although  data  can  be  cited  of  unequal  pay  of  women  for  the 
same  work  as  men,  on  the  whole,  discrimination  in  the  sense  of  paying 
men  higher  rates  than  women  for  the  same  kirH  of  work  is  not  openly 


practiced.*  Rather,  discrimination  takes  the  more  subtle  form  of  not 
admitting  women  to  the  same  jobs  as  men,  thus  barring  them  from  many 
of  the  higher-paid  jobs. 

Differential  by  Color.  Table  13  (below)  demonstrates  that  there 

is  a great  disparity  between  the  median  income  of  white  and  nonwhite 
2 

families.  In  1965,  the  median  income  of  white  families  was  about 
45  percent  higher — $7,170  as  compared  with  $3,971  for  nonwhites.  If 
we  compare  income  of  whites  and  nonwhites  by  class  levels,  the  differ- 
entials in  some  cases  are  even  more  startling.  For  example,  36  per- 
cent of  nonwhites  in  1965  had  incomes  under  $3,000  as  compared  with 
14  percent  of  whites.  Some  77  percent  of  nonwhites  had  incomes  under 
$7,000  as  compared  with  41  percent  of  whites.  Moreover,  only  10  per- 
cent of  nonwhites  had  incomes  over  $10,000  while  27  percent  of  the 
whites  fall  in  this  income  category. 


Table  13:  Distribution  of  Family  Income  by  Income  Group  and  Color,  1965 


Color 

By  Number 
of 

Fami 1 ies 

Med i an 
1 ncome 

Tota  1 
Fami Iv 
i nccrne 

Up  to 
$3,000 

$3,000 

to 

$5,000 

$5,000“ 

to 

$7,000 

$7,000 

to 

$10,000 

$10,000 

and 

over 

Thousands 

Dol 1 ars 

Pe rcent 

Percent  of  All  Persons  in  Group 

with  Income 

White 

43,497 

7,1  70 

100 

14 

15 

19 

25 

27 

Nonwh i te 

a,782 

3,971 

100 

36 

25 

16 

14 

10 

Source:  U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current  Population 

Reports,  Series  P-51,  No.  49,  August  10,  1966,  p.  2. 


The  Equal  Pay  Act  of  1963,  which  became  effective  in  1964,  expressly 
prohibits  wage  discrimination  on  the  basis  of  sex.  The  Civil  RightsAct  of 
1964  also  prohibits  discrimination  in  employment  on  the  basis  of  sex,  as 
well  as  race,  color,  religion,  or  na+ional  origin. 

^Negroes  comprise  90  percent  of  the  nonwhite  group. 

-164.- 


ISO 


According  to  the  1966  Economic  Report  of  the  President,  "available 


data  shows  that  Negroes  receive  less  income  in  every  industry,  in  every 
occupation,  and  at  every  level  of  education."*  The  lower  income  of 
the  Negro  relative  to  the  white  stems  largely  from  discrimination  and 
lack  of  opportunity,  which  in  part  is  explained  by  past  discrimination. 
Table  14  (below)  summarizes  selected  measures  of  discrimination  and 
inequality  responsible  for  income  differentials  between  whites  and 
nonwh ! tes. 

* Economic  Report  of  the  President,  January  1966  (Washington,  D.C.; 
U.S.  Government  Printing  Office) , p.  107. 
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Table  14:  Selected  Measures  of  Discrimination  and  Inequality 

of  Opportunity,  Whites  Compared  with  Nonwhites,  I $65 


Selected  Measure 

White 

Nonwh i te 

. i 

1 ncome 

Median  income  of  families  ^ 

$6,858 

$3,839 

Percent  of  households  in  poverty 

17. 1 

43. 1 

Percent  of  families  with  incomes  of  $10,000  or  more 

24.  1 

8.3 

Education 

Median  years  of  school  completed,  males  25  years  and  over 

12.0 

9.0 

Percent  completed  high  school,  persons  20-24  years 

76.3 

50.2 

Ma  1 e 

75.6 

51  .3 

Fema 1 e 

77.0 

49.4 

Percent  college  graduates,  persons  25  years 

9.9 

5.5 

Labor  force  participation  rate^ 

Ma  1 e 

78.6 

76.0 

Fema 1 e 

37.0 

46.  1 

Unemployment  rate  of  civilian  labor  force)^ 

Adult  males 

2.9 

6.0 

Adult  females 

4.0 

7.4 

Teenagers 

12.2 

25.3 

* Data  related  to  1964. 


Households  are  defined  here  as  the  total  of  families  and  unrelated  individuals. 
^Relates  to  persons  14  years  of  age  and  over. 

Source:  Department  of  Commerce,  Department  of  Health,  Education,  and  Welfare,  and 

Department  of  Labor.  (From  the  Economic  Report  of  the  President,  January, 
1966. 


Because  nonwhites  have  less  education  than  whites,  they  are  con- 
centrated in  the  low-wage  and  low-skilled  jobs.  The  resulting  lower 
income  makes  them  less  able  to  afford  a good  education  which  means  non- 


whites have  fewer  years  of  schooling  than  whites.  The  high  unemployment 
rate  (largely  a result  of  lack  of  skills,  training,  and  discrimination) 
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compounds  the  inequality  in  income  between  white  and  nonwhite. 


Regional  Wage  Differentials.  Wage  differences  exist  between  various 
geographical  areas  of  the  country  as  shown  in  Table  15  (below).  The 
South  has  a much  lower  median  income  than  other  regions  of  the  coun- 
try, while  median  family  income  in  the  West  and  Northeast  ($7,580 
and  $7,467  respectively)  was  substantially  higher  than  the  national 
median  of  $6,882.  In  the  South,  the  median  income  was  $5,536,  or 
about  20  percent  below  the  national  median. 

Table  15:  Family  Income  Distribution  by  Regions,  1965 


Total  Money  Income 

Northeast 

North  Central 

South 

West 

Percent 

100 

100 

100 

100 

Under  $3,000 

12 

14 

25 

12 

$3,000  to  $4,999 

14 

15 

19 

15 

$5,000  to  $6,999 

19 

19 

19 

17 

$7,000  to  $9,999 

26 

26 

20 

25 

$14,000  to  $14,999 

20 

19 

12 

21 

$ 1 5,000  and  over 

8 

7 

4 

10 

Median  Income 

$7,467 

$7,267 

$5,536 

$7,580 

Source:  U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current  Popula- 

tion  Reports,  Series  P-60,  No.  51,  January  12,  1967,  p.  4. 

If  we  compare  the  four  regions  by  size  of  family  income  (Table 


15,  above),  we  find  that  the  South  had  the  largest  proportion  of  low 
income  families  (25: percent  with  incomes  under  $3,000)  and  the  smallest 
percentage  of  high  income  families  (16  percent  with  incomes  of  $10,000 
or  more).  The  proportion  of  families  with  incomes  of  $10,000  or  more 
was  highest  in  the  West  and  Northwest,  31  and  28  percent,  respectively, 
as  compared  with  26  percent  in  the  North  Central  Region. 
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The  difference  in  income  between  the  South  and  the  rest  of  the 


country  stems  largely  from  the  fact  that  the  South  contains  larger 
proportions  of  farm  residents  and  nonwh i tes whose  earnings  are  rela- 
tively low.  The  income  differentials  belween  the  South  and  other 
regions  is  not  as  great  among  white  workers  as  among  Negro  workers, 
especially  those  with  year-round,  full-time  jobs. 

Differential  by  Education.  There  is  a definite  positive  relation 
between  income  and  education  of  family  head.  Table  16,  page  169,  shows 
that  the  median  family  income  tends  to  rise  as  the  educational  attain- 
ment of  the  head  increases. 
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Table  16: 


Distribution  of  Family  Income  by  Income  Group  and  by  Education 
of  Fami ly  Head,  1965 


Money  Income  before  Taxes 

Years  of 
Schoo 1 . 
Comp  1 ered 

By  Number 
of 

Fami 1 ies 

Median 
1 ncome 

Total 
Money 
1 ncome 

Up  to 
$3,ooa 

$3,000  : 
to 

$5,000  : 

$5,000 

to 

$7,000 

$7,000 

to 

$10,000 

TT07000 

to 

$15,000 

$15,000 

and 

over 

(head) 

"housands 

Dol lars 

Percent 

Pen 

cent  of  Al 1 in 

Groups  with  Income 

Less  than  8 
yrs.  (elem.) 

6,645 

$ 3,681 

100 

41 

25 

15 

9 

8 

6 

8 years  (elem. ) 

8,174 

5,430 

100 

22 

20 

19 

14 

1 1 

7 

1 -3  yrs.  high 
schoo 1 

8,886 

6,519 

100 

17 

20 

21 

21 

16 

10 

4 yrs.  high 
school 

14,277 

7,504 

100 

13 

20 

24 

31 

30 

22 

1-3  yrs. 
col  1 ege 

4,587 

8,426 

100 

5 

12 

16 

i 9 

24 

30 

4 or  more  yrs. 
col  1 ege 

5,710 

10,993 

100 

2 

1 3 

5 

6 

1 1 

25 

Source:  U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current  Population 

Reports,  Series  P-60,  No.  51,  January  12,  1967,  p.  22. 
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In  addition  there  are  more  chances  for  greater  advancement  in  one's  career 
for  the  better  educated.  In  1964,  the  median  income  of  families  headed 
by  college  graduates  at  the  beginning  of  their  careers  was  about  $8,800. 

At  their  peak  in  their  late  forties  and  early  fifties,  families  headed 
by  college  graduates  had  a median  income  of  $12,900,  or  about  47  percent 
higher  than  the  median  for  younger  graduates.  In  contrast,  the  relative 
difference  between  these  two  age  groups  among  all  families  headed  by  ele- 
mentary and  high  school  graduates  was  about  28  percent.' 


U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current  Population 
Report,  Series  P-60,  No.  47,  Sept.  24,  1965,  pp.  6-7. 
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Opportunity  to  Advance:  Training  and  Education.  For  an  individual 

to  achieve  his  full  productive  potential,  two  conditions  must  be  met: 

(I)  he  must  have  the  opportunity  to  acquire  the  necessary  education  and 
training  to  develop  his  native  talents,  3nd  (2)  he  must  have  the  opportunity 
to  obtain  job  experience  in  his  field  of  special  training.  If  either  of 
these  conditions  is  denied  or  rejected,  the  result  is  a two-fold  loss. 

The  individual  never  realizes  his  potential,  and  society  is  deprived  of 
the  benefit  of  his  greater  capabilities. 

Although  free  education  is  available  at  the  elementary  and  high 
school  levels,  it  has  not  led  to  equal  educational  opportunity  for  all. 

Large  regional  cifferences  exist  in  the  quality  of  elementary  and  secondary 
education  in  the  United  States,  resulting  in  inequality  of  educational 
opportunity  for  lower  income  classes,  especially  some  minority  groups. 

Since  education  is  not  generally  free  in  institutions  of  a higher  learning, 
inequality  is  greatest  at  the  college  and  post-graduate  level.  Those  who 
can  afford  higher  education  are  relatively  free  to  buy  it.  But  those  who 
cannot  pay  for  it,  or  whr  cannot  afford  to  forego  the  income  they  might 
produce  if  they  entered  the  work  force,  must  go  without  its  benefits. 

To  a certain  extent,  opportunities  to  develop  one's  productive  capa- 
cities and  to  obtain  suitable  employment  are  being  equalized  through  social 
legislation.  The  Gl  Bill  of  Rights,  which  permitted  many  servicemen  to 
obtain  academic  training  they  would  not  otherwise  have  been  able  to  afford, 
gave  talented  persons  a unique  opportunity  to  acquire  the  training  for  the 
more  skilled  jobs  of  which  they  -ere  capable..  The  Higher  Education  Act  of 
1965  established  a broad  prop;  . ^ .0  .'■'ake  higner  education  available  to  a I I 
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who  may  benefit  from  it.  Its  most  important  innovation  is  a program  of 
educat:onal  opportunity  grants  of  up  to  $1,000  for  115,000  high  school 
graduates  from  low  income  families.  In  addition,  a guaranteed  loan  program 
and  an  expanded  work-study  program  provides  aid  for  more  than  700,000 
students. 

The  1964  Civil  Rights  Act  also  contains  several  important  provisions 
that  alter  conditions  which  make  discrimination  possible.  Its  Title  VII 
directly  outlaws  discrimination  in  hiring,  firing,  conditions  of  work, 
apprenticeship  or  training,  and  established  the  Equal  Employment  Opportunity 
Commission  to  carry  out  these  provisions.  Although  hiring  attitudes  will 
not  change  abruptly,  the  Civil  Rights  Act,  nevertheless,  makes  an  important 
direct  attack  on  this  basic  barrier  to  full  equality. 

One  factor  partly  offsets  these  developments  in  social  legislation. 

That  is  the  fact  that  both  the  time  and  cost  required  to  become  highly 
ski i led  in  a trade  or  profession  has  been  increasing  substantially  in  the 
past  decade.  Unless  increases  financial  aid  is  extended  to  those  unable 
to  finance  long  periods  of  training,  inequality  of  opportunity  may  increase. 
S umma  ry* 

In  summary,  we  have  found  that  there  are  four  major  sources  of  income 
inequality  in  the  United  States  among  persons:  (I)  unequal  distribution 

of  property  resources;  (2)  wage  differentials  among  workers  related  to 
occupation,  age,  sex,  race,  and  education;  (3)  unequal  market  power — 
i.e.,  the  ability  to  rig  the  market  in  one's  behalf,  and;  (4)  unequal 
opportunity  to  develop  one's  productive  capabilities  to  the  full. 

Differences  in  wage  differentials  would  occur  in  a highly  competitive 
economy  only  if  they  represented  differences  in  labor  productivity  of  the 
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groups.  Furthermore,  in  a competitive  economy  with  equal  opportunity 
(equal  access  to  jobs,  education,  training,  etc)  the  only  cause  of  differ- 
ences in  labor  productivity  between  people  would  be  due  to  physical, 
intellectual  or  personality  differences.  Women  may  earn  lower  wages  as 
freight  loaders  because  they  lack  physical  strength.  A woman  might  also 
be  paid  less  if  she  is  more  likely  to  quit  the  job  sooner  than  would  a 
man,  th^s  putting  the  employer  to  the  expense  of  hiring  and  training  someone 
else.  An  easy-going  youth  mighl  be  less  productive  for  the  same  reason, 
or  his  productivity  might  be  lower  because  he  has  less  experience;  however, 
these  factors  might  be  offset  by  his  greater  energy. 

The  statistics  we  have  seen  are  not  so  easily  explained  away  by  indi- 
vidual differences  in  these  groups  when  we  look  at  the  differences  in  levels 
of  education  among  these  groups  and  examine  differences  in  hiring  practices 
of  employers.  Why  do  Negroes  complete  a fewer  number  of  years  of  schooling, 
and  why  are  women  not  considered  for  certain  jobs?  Are  there  legitimate 
reasons  for  employers'  hiring  practices,  and  are  lower  education  levels 

for  nonwhites  due  to  personal  choice  and  intellectual  inabilities?  If 

\ 

we  can  assume  thai  women,  the  young,  the  elderly,  thej  nonwhites  are  equally 

potent i a I I y capable  of  holding  high  paying  "think"  jobs,  then  we  must 

concede  the  existence  of  some  barriers  to  access  to  these  jobs.  And  we 

must  ask  the  further  questions,  are  things  improving  for  these  groups? 

Are  past  customs  breaking  down  to  reduce  the  inequalities  of  opportunity? 

IV.  Trends  in  Personal  Income  Distribution 
~ in  the  United  States,  1929-1964 

In  the  United  States,  we  justify  the  market  system's  method  of 
distributing  income  on  the  grounds  that  such  a system,  although  resulting 
in  an  unequal  distribution  of  income,  will  achieve  a higher  standard  of 
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living  lor  our  population  than  is  possible  under  a system  of  equal itari- 
anism.  The  drive  for  profits  under  a market  economy  fosters  a continuing 
growth  for  the  economy  which  in  the  long-run  yields  more  income  to  all  than 
if  income  were  unequally  divided.  Let  us  look  at  the  empirical  evidence  in 
the  United  States  for  the  years  1929-1965  to  determine  whether,  I)  the 
size  of  the  pie  per  family  in  the  United  States  has  in  fact  increased,  and 
2)  the  gap  between  the  extremes  which  exist  between  the  higr-cit  and  lowest 
income  groups  in  our  population  has  been  growing  or  narrowing. 

Changes  in  the  Size  of  the  Pie  per  Family 

There  has  been  an  impressive  gain  in  the  size  of  the  United  States 
income  pie  and  the  median  U.S.  family  income,  expressed  in  constant  1965 
dollars,  rose  trom  $4,275  i n 1947  to  $6,882  in  1965.*  This  represents  an 
average  increase  of  about  $145  a year,  and  a Cl  pcr^-nt  gain  in  real  income 
over  the  18  year  period. 

Trend  by  Income  Class,  1947-1965.  Table  I7?j5-i"  shows  the  changes  in 
the  percentage  distribution  of  families  by  income  levels  for  selected  years 
from  1947  to  1965. 

*U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current 
Population  Reports,  Series  P-60,  No.  51,  January  12,  1967,  p.  2. 
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iable  I/:  Percentage  Distribution  of  Families  by  Income 

Classes,  Selected  Years,  1947-1965 
(in  constant  1965  do  I I ars ) 


Total  Money 
1 ncome 

1947 

1955 

I960 

1965 

No.  of  fami 1 ies 

( thousands ) 

37,237 

42,889 

45,456 

48,279 

Percent 

100 

100 

100 

100 

Under  $3,000 

31 

24 

20 

17 

$3,000-$4 ,999 

31 

24 

19 

16 

$5, 000- $6, 999 

19 

24 

22 

18 

$7,000-$9,999 

12 

18 

21 

24 

$10, 000—  S 1 4 ,999 

( , 

8 

13 

17 

$1 5,000  and  over 

l7 

2 

5 

8 

Source:  United  States  Department  of  Commerce,  Bureau  of  the  Census, 

Current  Population  Reports,  Series  P-60,  No.  51,  January  12, 
1967,  p.  2. 


The  table  shows  that  the  proportion  of  families  with  incomes  under 
$3,000  fell  from  30  percent  in  1947  to  17  percent  in  1965.  Those  with 
incomes  between  $3,000  and  $4,999  decreased  slightly  more  during  the 
same  period.  Conversely,  there  was  an  equally  dramatic  increase  in 
the  percentage  of  families  in  the  higher  income  groups.  Thus,  between 
1947-1965  the  increase  of  median  income,  i.e.,  the  increase  in  the 
size  of  the  national  income  pie,  wa^  accompan ied  by  a gradual  whittling 
away  of  numbers  in  the  group  at  the  bottom  and  a persistent  increase 
in  the  size  of  the  group  at  the  top. 

This  data  is  mainly  a reflection  of  the  general  prosperity  of  1 he 
United  States  economy  since  World  War  I 1^  which  has  suceeded  in  Raising 
most  people's  standard  of  living.  The  increase  in  the  percentage  of 
working  wives  has  also  played  an  important  part.  Little  more  than  10 
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years  ago,  women  in  only  25  percent  of  the  families  worked  in  contrast 
to  36  percent  today.  In  1966,  the  median  Income  of  families  in  which 
the  wife  was  a paid  worker  was  $9,200 — 30  percent  higher  than  the 
$7,100  median  in  families  in.  which  the  wife  does  not  work.  Another 
factor  tending  to  rais^  family  income  has  been  the  upgrading  in  work 
skills.  In  the  past  decade,  there  has  been  an  increase  from  10  per- 
cent to  15  percent  in  the  proportion  of  family  heads  employed  in  pro- 
fessional, technical,  and  similar  occupations.  Finally,  the  increase 
in  the  number  of  families  with  other  sources  of  income — dividends,  rental 
income,  and  interest — rose  from  36  percent  to  nearly  half  of  all  families 
by  the  end  of  1 967. 

Changes  in  Gap  between  Rich  and  Poor 

Distribution  of  Income  by  Quintiles,  1929-1965.  Does  the  data 
also  show  that  the  share  of  The  national  income  going  to  the  lower  income 
brackets  increased  relative  to  the  higher  income  brackets  during  the 
same  period?  In  other  words,  has  the  gap  between  the  percentage  shares 
of  the  richest  and  poorest  income  levels  of  our  population  narrowed  over 
time?  . 

Table  18  gives  us  a partial  answer.  The  share  of  income  going  to 
the  top  5 percent  of  the  nation’s  families  fell  from  30  percent  in  1929 
to  15  percent  in  1963.  The  share  of  the  top  fifth  showed  the  same  trend 
falling  from  54  percent  in  1929  to  41  percent  in  1964.  In  contrast,  the 
share  going  to  the  middle  three-fifths  (second,  third,  and  fourth  fifths) 
rose  from  42  percent  in  1929  to  54  percent  in  1964 — almost  exactly  the 
reverse  of  the  trend  of  the  Top  fifth.  Thus,  the  middle  quintiles  were 

* Forbes , Feb.  I,  1968,  p.  51. 
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the  major  beneficiaries  of  +h  cut  in  the  "slice"  of  personal  income 
received  by  the;  fop  income  quintile. 


I able  18:  l)i sf r i but  ion  of  Personal  Income*  Received  by  Each  One-Fifth  and  by 

the  Top  5 Percent  of  Consumer  Units,  Selected  Years,  1929-1965. 


Spending  units 
arranged  by  size 
of  i ncome 

Percentage  of  income  accounted  for 
of  the  population 

by  each 

fifth 

1929 

1935 

1941 

1947 

1955 

I960 

1965 

Lowest  fifth 

13 

4 

• 4 

^ 5 

5 

5 

5 

Second  fifth 

9 

10 

' 12 

12 

12 

12 

Thi rd  fifth 

14 

14 

15 

17 

18 

18 

18 

Fourth  fifth 

19 

21 

22 

23 

23 

23 

24 

Highest  f i f th 

54 

52 

49 

43 

42 

42 

41 

Tota  1 

100 

100  ' 

100 

100 

100 

100 

100 

Top  5 percent 

30 

27 

24 

18 

17 

1 7 

15 

* Before  Income  Taxes. 


Source:  U.S.  Bureau  of  Census;  Hi stori ca I Statistics  of  the  United  States, 

Colonial  Times  to  195,,  p ; 166,  and  U.S.  Bureau  of  the  Census, 
Popul at i on  Reports,  Series  P-60,  No.  51,  January  12,  1967,  p.  5. 


What  about  the  lowest  income  quintile?  Since  1929,  the  proportion 
of  total  income  received  by  the  poorest  fifth  of  the  population  has  now 
shown  a pronounced  changes  In  fact,  from  1955  on  there  has  been  no  signi 
ficant  change  in  the  income  share  received  by  any  fifth  of  the  families. 

Reduction  in  Income  Gap,  1935-46.  The  narrowing  of  the  personal 
income  gap  between  the  lowest  and  highest  fifth  of  consumer  units  noted 
in  Table  18  took  place  mainly  between  the  depression  years  1935-36  and 
the  conclusion  of  World  War  II  in  1946.  There  are  a number  of  factors 
responsible  for  the  reduction  of  the  inequality  gap  between  these  year*- 
F i rst,  the  New  Deal  era  brought  a marked  increase  in  government 
transfer  payments  to  low  income  groups.  Such  social  welfare  measures 
as  old  age  pensions  and  assistance,  unemployment  compensation,  veterans' 
benefits,  aid  to  dependent  children,  and  general  relief  helped  to  raise 
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the  share  of  the  bottom  fifth,  thereby  shifting  an  appreciable  share  of 
the  nation's  income  from  the  upper  to  the  lower  income  groups. 

Second,  there  appeared  to  be  a long-term  trend  toward  a more  equal 
distribution  of  wealth,  therefore  a more  equal  distribution  of  property 
income.  Table  19  b-  low  shows  that  between  the  I920's  and  1950's  the 
percentage  of  the  nation's  wealth  held  by  the  top  one  percent  of  the 
population  was  reduced  significantly.  This  is  reflected  in  a sharp 
decline  in  dividend  payments  going  to  the  top  wealth-holders.  Simon 
Kuznets  has  calculated  that  during  the  I920's  the  top  5 percent  of  income 
recipients  got  more  than  80  percent  of  dividend  payments  and  more  than 
55  percent  of  all  pn...erty  income.  By  the  late  . 7,\  v.r,  they  wore 

getting  only  70  percent  of  the  dividends  and  about  40  percent  of  all 
property  income.* 

Table  19:  Perpentacc  of  Wealth  Held  by  the  Top 

One  Percent  of  Wealth  Holders 


Ye..r 

Percentage  of 
Wealth  Held 

1922 

31.6 

i 1929 

36.3 

j 1933 

20.3 

1 1939 

30.6 

1 9r  5 

23.3 

! 949 

20.,  8 

1953 

24.2 

1956 

26.0 

1961 

28.0* 

An  es i i mate  by  Robert  Lampman  provided  to  Business  Week 


Source:  Robert  Lampman,  The^  Share  of  the  Top  Wealth  Holders 

i n i he  Nat  i on  a I Wea  I Th  (Now  York:  National  Bureau  of 
Economic  Research,  1962).  As  reported  in  Bus i ness 
Week,  January  27,  1962,  p.  3. 


* Simon  Kuznets, 
(New  York:  National 


Share  of  Upper  I ncome  Groups  i n I ncome  and  Savi ngs- 
Bureau  of  Economic  Research,  1953).  * 


There  were  a number  of  important  factors  accounting  for  this  long- 
term trend  toward  greater  equality  in  distribution  of  wealth  during  this 
period.  Previously,  great  fortunes  had  been  accumulated  by  speculating 
in  land  values,  exploiting  natural  resources,  charging  monopoly  prices, 
and  defrauding  corporate  investors.  Moreover,  such  fortunes  were  passed 
on  virtually  intact  from  generation  to  generation  because  of  very  low 
inheritance  taxes.  During  the  1930's  the  enactment  of  such  laws  as  the 
National  Securities  and  Exchange  Act,  steeper  inheritance  taxes,  and 
stricter  enforcement  of  the  Antitrust  Act  not  only  made  it  more  diffi- 
cult for  private  fortunes  to  be  made  in  the  same  ways  the  earlier  ones 
were  obtained  but  also  reduced  the  amount  that  could  be  passed  on  through 
i nheri tance . 

It  should  be  noted,  however,  between  1949  and  1961  there  was  a 
reversal  of  the  trend  with  an  increase  in  the  percentage  held  by  the 
wealthiest  individuals,  indicating  that  a possible  reversal  in  the  trend 
toward  greater  equality  in  the  distribution  of  income. 

Third,  there  was  a marked  reductior  in  the  occupational  wage 
differential  between  manual  workers  and  white-collar  workers  between 
1935  and  1945.  Wages  of  manual  workers  rose  relative  to  white-collar 
salaries,  and  laborers'  wages  rose  relative  to  those  of  skilled  workers. 

A major  factor  explaining  the  narrowing  of  wage  differentials  was  the 
rapid  expansion  of  educational  and  training  facilities  which  increased 
the  supply  of  technical  and  professional  manpower  faster  than  the  demand 
for  them. 

Fourth , during  and  immediately  after  World  War  II,  high  demard  for 
food  raised  farm  prices  and  brought  a relative  improvement  of  the  farmer's 
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position.  In  contrast,  the  farm  population  was  a particularly  depressed 
group  in  the  1930's.  The  more  favored  position  of  the  farmer  in  the 
1 940 ' s combined  with  the  relative  decline  of  the  agricultural  sector 
where  income  levels  are  lower  than  in  urban  occupations,  narrowed  the 
gap  in  the  income  distribution  of  the  nation  as  a whole. 

Fifth,  some  economists  suggest  that  the  rise  of  organized  labor  had 
an  important  impact  on  equalizing  incomes  during  this  period,  crediting 
unions  with  increasing  the  level  of  real  wages,  narrowing  wage  differen- 
tials, and  increasing  labors'  productivity.  For  example,  labor  unions 
by  asking  tor  equal  amounts  (not  percentages)  of  increases  Tor  different 
grades  of  labor  tended  to  promote  greater  equal i ty  between  wage  earners. 
Unions  also  directly  and  indirectly  fostered  increased  labor  productivity 
in  several  ways:  I)  union  security  raised  worker  morale,  2)  higher  wage 

scales  resulting  from  union  activity  tended  to  stimulate  interest  in  labor- 
saving  devices  by  management,  and  3)  workers  were  more  willing  to  accept 
technological  advance  when  they  felt  they  had  unicn  protection. 

Students  of  labor  economics  are  sharply  divided  as  to  the  effects 
of  labor  unions  on  the  personal  distribution  of  income,  and  some  would 
disagree  strongly  with  the  above  conclusions.  One  scholar  in  this  field 
offers  the  following  cautious  summary  of  the  economic  effects  of  unions 
on  re  I at i ve  wages : 

"We  tend  to  overemphasize  the  role  oftthe  unions,  both  in  . . . 
their  own  industries  and  . . . the  economy  as  a whole  . . . 

The  other  two-thirds  may  have  their  wages  and  salaries  influenced 
by  what  the  unions  do,  but  I feel  there  are  very  strong  indepen- 
dent forces  on  the  demand  side  that  govern  their  rates  of  pay.  . . 
Even  in  the  . . . unionized  (one-third)  there  are  some  very  weak 
or  almost  impotent  unions  that  have  had  very  little  to  do  with 
the  wages  of  their  members.  . . 


"In  a series  of  rough  guesses,  I would  say  perhaps  a third 
of  the  trade  unions  have  raised  the  wages  of  their  members  by 
15  percent  to  20  percent  above  what  they  might  be  in  a non- 
union situation;  another  third  by  perhaps  5 percent  to  10 
percent,  and  the  remaining  third  nofat  all.  . . The  high 
figures  tend  to  be  found,  not  in  periods  of  inflation,  but  in 
periods  of  prospertiy  combined  with  stable  prices.  . . In 
(an  inflationary)  period  like  1946-1948,  for  example,  the 
union  people  may  even  lag  behind  simply  because  of  the  rigidities 
involved  in  the  collective  bargaining  process. "I 

S i xth , some  of  the  increase  in  equality  between  the  1930’s  and 
1946  can  be  ascribed  to  the  lower  level  of  unemployment  during  the  war 
years.  Variations  in  the  level  of  unemployment  undoubtedly  influence 
the  distribution  of  income.  Since  the  income  of  those  susceptible  to 
unemployment  are  concentrated  in  the  lower  income  brackets,  a decrease 
in  unemployment  will  increase  the  degree  of  equality  and  vice  versa. 

Seventh,  there  was  a significant  trend  toward  a more  equal  d i str i bution 
of  opportunity.  In  1929  there  were  proportionately  more  immigrants  in 
the  country  than  there  were  in  the  late  1940’s.  This  declining  portion 
of  immigrants — a group  which  often  found  itself  at  a disadvantage  in  the 
labor  market — tended  to  increase  the  income  level  of  the  lowest  income 
brackets.  Furthermore,  there  is  evidence  that  the  degree  of  discrimina- 
tion against  the  Negro  declined  somewhat  so  that  the  lowest  income  brackets 
gained  relatively  as  the  Negro  improved  his  position  relative  to  whites. 

Also,  the  main  wave  of  internal  migration  from  the  farm  to  the  city 
during  this  period  had  been  accomplished  by  the  I950’s.  It  is  probable 
that  the  first  generation  of  farm  immigrants  found  the  adjustment  to 
urban  opportunities  difficult,  but  that  the  second  generation  born  and 


* Albert  Rees,  Wage  I nf I at  ion. (New  York; 
ference  Board,  1957),  pp.  27-28. 
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reared  in  the  city,  made  e better  adjustment, 
made  of  the  broadening  of  educational  opportunity  brought  about  by  the 
G. I Sill  of  Rights . All  these  factors,  no  doubt,  were  effective  in 
tearing  down  traditional  barriers  in  specific  occupations. 

No  Change  in  Income  Gap  Since  Late  I940ls.  Since  the  late  I940's 
many  of  the  tendencies  toward  equalization  of  income  have  slowed  and  in 
some  cases  have  been  reversed.  This  can  be  explained  by  the  end  or 
reversal  of  most  of  the  trends  cited  above,  in  particular: 

(1)  there  was  little  further  shrinkage  of  occupational  wage  differ- 
entials; in  fact,  in  some  industries  differentials  widened; 

(2)  between  1949  and  1961,  there  was  a reversal  of  the  trend  toward 
more  equal  distribution  of  property  ownership,  due  in  part  to  the  steady 
increase  in  stock  prices  during  these  years; 

(3)  steady  increase  in  interest  rates  during  the  post-war  years, 
which  has  tended  to  check  the  drop  in  the  relative  importance  of  property 
i ncome; 

(4)  increases  in  pension  rates,  unemployment  compensation  rates,  and 
other  transfer  payments  have  done  little  more  than  keep  pace  with  price 

i nf lation; 

(5)  organized  labor  was  possibly  weakened  during  this  period;  and 

(6)  changes  in  corporate  income  tax  laws  after  1954  probably  favored 
the  upper  income  brackets. 

Summary 

On  balance,  the  safest  conclusion  is  that  income  distribution  by 

*Myron  H.  Ross,  Income:  Analysis  and  Pol icy_ (N .Y . , McGraw-Hill, 

1965),  p.  392. 
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quinti les  since  1950  has  shown 


no  marked  trend  toward  either  greater  or 
les.  inequality,  i.e.,  the  income  gap  has  remained  constant.  If  there 
is  3 trend  loward  greater  eauality  i„  the  United  States,  it  is  difficult 
to  discern.  And  it  should  be  pointed  out.  that  in  the  future  more 
equal  uistributioh  of  income  may  possibly  be  affected  even  more  adversely 
enable.,  as  the  age  distribution  of  the  population,  the  increased 
cost  of  attaining  higher  incomes,  and  the  rise  in  the  cost  of  living, 
the  young  and  the  old  poop.,  we  have  seen  earn  less  than  those  in  the 
midd, e-age  bracket;  this  fact  win,  by  itself,  tend  to  make  the  dis- 
tribution of  income  less  equal.  The  increase  in  the  number  of  young 
people  also  means  that  families  are  educating  more  children  than 
previously.  Furthermore,  the  cost  of  education  is  going  up  for  the 
average  family  both  in  terms  of  tuition  and  the  length  of  time  needed 
to  complete  an  education.  The  cost  of  living,  too,  has  steadily  been 

oping  upward.  However,  at  present  we  can  only  guess  at  the  importance 
of  these  variables  on  the  future  distribution  of  income. 
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CHAPTER  16 


POVERTY  IN  THE  UNITED  STATES 

Recent  estimates  Indicate  that  32.7  million  Americans,  including  15 
million  children,  are  poor.*  Can  wo,  must  we,  urge  a ’’war  on  poverty?"  To 
hejp  you  answer  these  questions,  wo  must  answer  several  other  preliminary  ones 
for  you  In  this  reading.  What  Is  poverty?  Who  are  the  poor  and  what  are  their 
characteristics?  Why  are  they  poor?  What  kind  of  assistance  do  the  poor  get 
from  the  rest  of  the  society? 

DEFINING  POVERTY 

There  Is  no  objective  definition  of  poverty  any  more  than  there  is  an  objec- 
tive definition  of  art  or  beauty.  The  standards  of  poverty  are  determined 
according  to  a country's  stage  of  technology,  wealth  and  capabilities.  Most  of 
the  poor  In  the  United  States  have  a much  higher  level  of  consumption  than  many 
not  Considered  poor  in  India  today.  Indeed,  the  poorest  20  percent  of  the 
famines  in  the  United  States  may  have  higher  standards  of  living  than  the  wealthy 
class  of  ilfty  years  But  such  comparisons  don't  mean  much  to  our  poorest 

families  who  look  about  them  and  see  how  little  they  have  In  comparison  with 
what  other  Americans  have.  When  we  say  that  approximately  one-fifth  of  our 
people  are  poor,  we  mean  that  the  income  level  of  these  people,  as  compared  with 
the  current  national  median  Income  of  American  families.  Is  Inadequate  to  enable 
them  to  enjoy  what  is  considered  the  minimum  basic  necessities  enjoyed  by  other 
American  fami lies. 

Two  types  of  poverty  yardsticks  are  currently  in  use:  one  Identifies 

* Econom I c Report  of  the  President  Together  with  Counci I of  Economic  Advisors 
Annual  Report.  January,  1967  (Washington  D.C. : U.S.  Government  Printing 
Office',  1967),  p.  138. 
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fhu  poor  as  those  falling  in  the  lowest  Income  classes;  the  other  measures  the 
poor  as  those  living  below  some  minimum  decency  standard  of  living. 

Income  Level  Poverty  Line 

In  the  1964  Economic  Report  of  the  President,  the  Council  of  Economic 
Advisors  adopted  the  first  yardstick — the  "income  line"  definitipn  of  poverty. 

It  classified  as  "poor"  any  family  whose  money  income  was  under  $3,000  a year, 
or  any  single  person  whose  income  fei ! below  $1,500.  Using  that  definition, 
the  Council  estimated  that  20  percent  of  American  families  and  45  percent  of 
unrelated  individuals,  a total 'of  35  million  persons,  were  poor  in  1962. 

Ideally,  a standard  of  poverty  should  take  Into  account  noT  only  current 
income,  but  it  should  also  adjust  for  differences  among  regions,  size  of  cities, 
family  size  and  composition,  asset  holdings,  and  non-money  income  of  house- 
holds. The  $3,000  poverty  line  adopted  by  the  Council  of  Economic  Advisors 
in  1964  fell  short  of  this  standard  on  all  counts. 

Minimum  Decency  Standard  of  Living 

In  1965,  the  Social  Security  Administration  developed  a new  and  more  complex 
measure  of  poverty  which  takes  Into  account  family  Size  and  composition,  and 
differences  between  living  conditions  in  urban  areas  and  farms. ^ Under  the  new 


*Mol I ie  Orshansky,  "Count i ng  the  Poor:  Another  Look  at  the  Poverty  Profile," 

Social  Security  Bulletin,  XXVIII,  January  1965,  pp.  3-29. 

The  definition  of  poverty  developed  by  the  Social  Security  Administration 
is  based  on  a minimum,  nutritional ly-sound  food  plan  designed  by  the  Depart- 
ment of  Agriculture  for  "temporary  or  emergency  use  when  funds  are  low." 

The  food  costs  in  this  subsistence  plan  are  used  to  determine  the  minimum  total 
income  requirement  for  different  sized  families.  Budget  levels  for  farm 
families  are  reduced  by  30  percent  to  allow  for  lower  cash  expenditures 
required  where  home-grown  food  is  available  and  to  recognize  the  lower  cost 
of  farm  housing. 


0 
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star dard,  the  1964  poverty- income  -i  ine  for  nonfarm  families  of  four  persons 
W3S  raised  to  $3,130;  for  farm  families  of  this  size  it  was  lowered  to  $2,190. 

A maximum  poverty  line  of  $5,090  was  used  for  a family  of  seven  or  more.  Non- 
farm  individuals  were  defined  as  poor  if  their  money  income  was  below  $1,540; 
for  farm  individuals,  $1,080.  Although  this  set  of  rules  gives  a more  precise 
definition  of  the  poor  than  the  single  measure  based  on  current  income  alone, 
still  it  does  not  reflect  differences  in  cost  of  living  between  regions  of  the 
country,  or  differences  in  family  assev  holdings.  Nevertheless,  in  1965  it 
was  adopted  by  the  Council  of  Economic  Advisors  and  the  Office  of  Economic 
Opportunity  as  a rough  guide  pending  further  research.* 

The  more  sophisticated  statistical  approach  shifted  unphasls  away  from  the 
aged  and  farmers  and  toward  large  families  and  children,  but  it  did  not  affect 
the  total  number  of  the  poor.  The  number  of  farm  residents  classified  as  poor 
fell  by  over  one-thi rd,  from  4.9  mi  I I ion  to  3.2  mi  I I ion.  The  number  of  ch i t dren 
rose  by  40  percent,  from  10.8  mil  lion  to  1 5 mi  I lion.  The  number  of  aged  poor 
families  dropped  from  3.1  million  to  1.5  million. 

Despite  its  numerous  shortcomi ngs,  the  income  poverty  line  of  $3,000 

originally  establ ished  in  the  1964  Economi c Report  of  the  Pres i dent  is  still 

a widely  iteed  point  of  reference  for  defining  the  poor.  Its  main  advantages 

are  its  statistical  simplicity  and  the  fact  that  it  is  the  only  definition  for 

2 

which  time  series  data  are  available  on  the  characteristics  of  the  poor. 


O 

ERIC 


See  Economic  Report  of  the  Pres i dent , Together  w i th  Counc i I of  Economi c 
Advisors  Annual  Report,  January  1966  (Washington  D.C. : U.S.  Government  Printing 
Office,  1966)  pp.  I 10-114.  Also  Office  of  Economic  Opportunity,  Dimensions  of 
Poverty  in  1964  (Washington  D.C. : U.S.  Government  Pri nting  Office,  1965). 

^Robert  J.  Lampman,  "Population  Change  and  Poverty  Reduction,  1947-1975," 

Leo  Fishman,  ed..  Poverty  /Vn id  Affluence  (New  Haven:  Yale  University  °ress, 
1966)  p.  18.  ; 
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WHO  ARE  THE  rOOR? 


CHARACTERISTICS  OF  THE  POOR 

The  evidence  indicates  that  poverty  shows  up  everywhere.  Every  social, 

j 

ethnic,  regional,  occupational  and  age  group  has  its  poor.  However,  some  groups 
are  worse  off  than  others.  The  poor  are  concentrated  in  one  or  more  of  the 
f o I I ow i ng  categor i es : 

1.  Old  people,  65  years  of  age  and  over 

2.  Disabled  persons 

3.  Widowed,  divorced  or  separated  women  who  are  heads  of  household 

4.  Nonwhites 

5.  Small  rural  farmers,  especially  from  the  South 

6.  The  illiterate  or  poorly  educated 

7.  Children  from  large  families 

Table  I gives  a breakdown  of  the  selected  characteristics  of  all  families 
and  of  poor  families  for  the  year  1965.  More  than  one-third  (35  percent)  are 
headed  by  someone  aged  65  or  older;  three-fifths  have  no  more  than  eight  years 
of  schooling;  over  one-fourth  are  headed  by  wome-';  over  a half  (53  percent) 
are  not  gainfully  employed  (i.e.,  they  are  either  not  in  the  civilian  labor 
force  and/or  unemployed);  more  than  one-fifth  (21  percent)  are  nonwhite;  almost 
half  (45  percent)  live  in  the  South;  and  about  15  percent  live  on  farms.  With 
regard  to  these  character i st i cs,  the  table  shows  notable  differences  between 
the  poor  and  the  total  population. 

WHERE  ARE  THE  POOR? 

Regional  Poverty 

The  poor  are  everywhere;  there  are  more  than  1.4  million  poor  families 
in  the  Northeast,  more  than  2 million  in  the  North  Central  region,  more  than 
3. 7 mi  I I ion  in  the  South,  and  more  than  a mill  ion  i n the  West.  (Table  I ) 
However,  the  South  is  burdened  with  much  more  poverty  than  other  regions.  A 
family  from  the  South  has  more  than  double  the  chance  of  being  poor  then  a 
family  living  in  any  other  region  of  the  country. 
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Table  I 


SELECTED  CHARACTERISTICS  OF  ALL  FAMILIES 
AND  OF  POOR  FAMILIES,  1965* 


Number  of  Faml 1 ies 

Se lected 

( thousands) 

Perce n f 

of  Total 

Characteristic  of 

A 1 1 

Poor 

A 1 1 

Poor 

Head  of  Household 

Fami 1 ies 

Fami 1 ies 

Fami 1 ies 

Fami l ies 

total 

47,835 

8,419 

100 

100 

Age  of  Head  of  Household 

14-24  years 

2,931 

724 

6 

9 

25-54  years 

30,679 

3,413 

64 

41 

55-64  years 

7,497 

1,342 

16 

16 

64  years  and  over 

6,728 

2,933 

14 

35 

Education  of  Head 

8 years  or  less 

15,156 

5,005 

32 

60 

9- 1 1 years 

8,874 

1 ,535 

19 

18 

12  years 

12,860 

1 ,261 

29 

15 

More  than  12  years  . 

9,945 

561 

21 

7 

Sex  of  Head 

Male 

42,829 

6,210 

90 

74 

Fema 1 e 

5,006 

2,188 

10 

26 

Labor  Force  Status  of  Head 
Not  in  civilian  labor  force 

8,750 

4,138 

18 

49 

Unemp i oyed 

1 ,21  1 

334 

3 

4 

Emp 1 oyed 

37,874 

3,901 

79 

47 

Color  of  Fami ly 

Wh  i te 

43,081 

6,634 

.90 

79 

Nonwh i te 

4,754 

1,773 

10 

.21 

Children  Under  18  in  Family 
None 

19.559 

4,577 

41 

: 54 

One 

8,898 

1 ,344 

19 

16 

Two 

8,339 

867 

17 

10 

Three  or  More 

11,039 

1 ,622 

23 

19 
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(Continued ) 


Table  I Continued 


Se  lected 


Characteri st i c of 

A 1 1 

Poor 

A 1 1 

Poor 

Head  of  Household 

Fami 1 ies 

Fami 1 ies 

Fami 1 ies 

Fami 1 i es 

Earners  i n Fami I y 


None 

3,727 

2,695 

8 

32 

One 

20,804 

3,849 

44 

46 

Two 

17,628 

1 ,569 

37 

19 

Three  or  More 

5,676 

284 

12 

3 

Regional  Location  of  Family 


Northeast 

1 1 ,900 

1 ,428 

25 

17 

North  Central 

13,500 

2,106 

28 

25 

South 

14,500 

3,741 

30 

45 

West 

7,900  . 

1 ,098 

17 

13 

Residence  of  Fami ly 
Rura  1 
Farm 

2,749 

1 ,223 

5 

15 

Nonfarm 

14,192 

3,278 

30 

39 

Metropolitan 

In  Central  Cities 

14,851 

2,243 

31 

27 

Outside  Central  Cities 

16,043 

1,652 

34 

20 

* Poor  families  are  those  with  a total  income  in  1965  of  less  than  $3,000. 


Sources:  U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current 

Population  Reports,  Consumer  Income,  Series  P-60,  No.  47,  Sept.  24,  1965. 

Statistical  Abstract  of  the  U.S.,  1966,  p . 34 1 . 

Current  Population  Reports,  Consumer  Income,  Series  P-60,  No.  48,  April 
25,  1966. 
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Rural  Poverty 


Nearly  half  of  the  poor  families  (46  percent)*  live  in  rural  areas,  char- 
acterized by  rundown  farms  and  communities,  largely  concentrated  in  the  southern 
part  of  the  country.  In  1965,  15  percent  of  the  rural  poor  eked  out  a bare 
existence  either  as  small-scale  farmers,  hired  farm  workers,  domestic  migratory 
workers  or  share  croppers.  Although  the  labor  force  devoted  to  farming  has 
declined  by  one-half  since  1940,  the  market  for  the  skills  required  in  agricul- 
ture is  still  depressed. 

Approximately  39  percent  of  rural  poor  families  are  nonfarmers.  Their 
income  is  low  because  they  live  in  depressed  communities  developed  around 
such  declining  industries  as  farming,  mining,  lumbering,  and  ra i I road  construc- 
tion. 

These  rural  areas  are  not  only  economically  depressed,  but  they  provide 

inferior  community  services.  For  instance,  rural  people  lag  almost  two  years 

behind  urban  residents  in  educational  attainment;  rural  children  receive  one- 

2 

third  less  medical  attention  than  urban  children.  Consequently,  such  areas 
have  become  derelict  communities,  composed  of  population  with  inferior  education 
and  lacking  in  physical  and  mental  vigor.  The  able,  aggressive  young  people 
migrate.  Since  the  1940's,  more  Than  26  million  rural  families  have  migrated 
to  the  cities.  Of  those  who  remain,  there  are  a disproportionate  number  of  aged 
persons  and  persons  inadequately  equipped  to  compete  successfully  in  modern 
i ndustry . 

'"Rural  Poverty  Program,"  Message  from  the  President  of  the  United  States, 
January  25,  i966,  89th  Congress,  2nd  Session,  Document  No.  367,  p.  I. 

2 I b i d . , p . I . 
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Urban  Poverty 


In  1966,  more  than  half  of  the  poor  families  lived  in  metropolitan 
areas.*  Although  most  of  them  live  in  cities,  what  is  perhaps  least  recognized 
is  that  over  20  percent  of  the  poor  families  live  on  the  fringe  of  large  cities. 
(Table  I)  The  poor  who  live  in  industrialized  cities  are  confined  for  the  most 
part  to  overcrowded  slum  and  ghetto  districts.  Not  only  do  they  live  in  old  and 
rundown  buildings,  but  they  are  also  denied  adequate  parks  and  playgrounds  and 

~ r 

community  facilities  for  recreation  and  social  life.  With  urban  areas  receiving 
millions  of  unskilled  migrants  from  rural  areas  in  the  past  two  decades,  the 
poverty  conditions  in  our  urban  areas  have  grown  worse  rather  than  better. 

Pockets  of  Poverty 

A significant  portion  of  the  poor  ere  located  in  what  can  be  identified  as 
"pockets  of  poverty."  Among  them  are  Appalachia,  the  Ozark  plateau,  and  portions 
of  the  Upper  Great  Lake  states.  In  these  depressed  areas,  unemployment  is 
chronic  even  when  the  nation  as  a whole  is  enjoying  full  employment  opportunities. 
Such  areas  are  economically  depressed  either  because  of  depletion  of  natural 
resources,  changes  in  consumer  tastes,  or  technological  progress. 

WHY  ARE  THE  POOR  POOR? 

People  are  poor  for  many  reasons,  but  for  purposes  of  analyzing  what  to 

do  about  poverty,  we  can  identify  three  broad  categories.  The  f i rst  includes 

families  headed  by  able-bodied  male  breadwinners  who  have  low  annual  earnings. 

2 

In  1964,  54  percent  of  poor  family  heads  were  members  of  the  labor  force.  In 
the  second  category  are  those  who  cannot  or  do  not  support  themselves  by  partici- 
pating in  the  labor  force.  In  1964,  49  percent  of  poor  family  heads  were  neither 
working  nor  looking  tor  work.  (Tabfe  -I  ) A third  category  which  partially  over- 

' Report  of  the  President’s  National  Advisory  Commission  on  Rural  Poverty  made  in 
Feb.  1967  as  reported  in  the  San  Francisco  Chronicle,  Feb.  6,  1967,  p.  6. 

2 

See  Table  I.  Of  the  54  percent  who  were  members  of  the  labor  force,  47  percent 
were  employed  and  4 percent  unemployed. 

pnf; 

V.V  ^ 
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lops  the  other  two  includes  those  who  are  poor  because  of  large  family  size. 

In  1964,  41.1  percent  of  families  with  five  children  or  more  were  poor.* 

Poor  with  Low  Earning  Power 

A family  head  with  low  earning  power  suffers  from  irregular  employment 
and/or  low  wages.  This  condition  stems  from  four  basic  factors:  I)  inadequate 
aggregate  demand,  the  failure  of  the  economy  to  provide  enough  jobs  for  all  the 
members  of  the  labor  force;  2)  low  productivity  of  individuals;  3)  low  demand 
for  labor  in  declining  occupations  or  industries  (structural  unemployment);  and 
4)  discrimination,  limited  job  opportunities  for  certain  groups. 

Inadequate  aggregate  demand.  When  the  economy  is  in  a business  recession, 
there  are  not  enough  jobs  to  provide  paid  employment  for  everyone  who  is  able 
and  willing  to  work.  Low  aggregate  demand  was  the  major  cause  of  poverty  in 
the  1930's.  It  was  also  significant  during  the  years  1957-1965  when  the  unem- 
ployment rate  averaged  5 1/2  percent.  Since  early  1966,  very  little  unemploy- 
ment is  d i rect I y attri butab I e to  inadequate  demand.  The  overall  unemployment 

2 

rate  has  dropped  below  4 percent,  generally  considered  the  benchmark  of  full 
emp I oyment. 

Low  productivity.  In  1966,  some  two  million^  breadwinners  had  such  low 
hourly  earnings  that  their  annual  incomes  were  insufficient  to  keep  the  family 
above  the  poverty  line.  These  wages  indicate  a large  number  of  persons  with 
low  productivity.  Low  productivity  may  be  the  result  of  deficient  education 
and  training,  lack  of  opportunity,  poor  health,  or  physical  or  mental  deficiencies. 


*Mollie  Orshansky,  "Recounting  the  Poor — A Five  Year  Review,"  Social  Security 
Bui leti n,  Vol . 29,  No.  4,  April  1966,  pp.  24-25. 

^Economic  Report  of  the  President,  1967,  Table  R--22,  p.  239. 

^ Ibid . , p . 5 . 
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For  the  most  pari,  heads  of  low  income  families  are  concentrated  in  low- 
p, lying  occupalions  such  as  fanning,  semi-skilled  factory  work,  service  work, 
laborers,  and  the  like.  (Table  2)  At  least  10  million  employees  receive  a 
wage  of  less  than  $1.50  per  hour,  and  many  farmers  and  other  self-employed 
persons,  who  are  rarely  counted  as  unemployed  but  are  sometimes  underemp ioyed, 
earn  low  enterpreneurea I income.* 

Structural  Unemployment.  The  structura I I y unemployed  are  those  who  lost 
their  jobs  Decause  of  changes  in  the  structure  of  the  society  ana  remain  unem- 
ployed for  a long  period  of  time  (IS  weeks  or  more)  because  of  obsolete  skills. 
Unemployment  may  be  caused  by  plant  closings,  plant  relocations,  a rapid 
technological  change.  It  may  be  the  result  of  the  workers  living  in  a depressed 
area  or  in  an  area  rapidly  changing  in  technology.  Because  of  poor  education, 
inability  or  difficulty  in  learning  new  skills,  unwillingness  to  move  from 
areas  with  contracting  industries  to  new  areas  with  expanding  industries,  the 
structurally  unemployed  have  severe  problems  in  finding  new  jobs.  Some  of 
them  can  find  only  intermittent  employment.  Others,  none  at  all.  In  1966,  there 
were  approximately  one  million  unemployed  who  would  be  classified  as  structurally 
unemp I oyed . ^ 

Discrimi nat ion.  It  is  hard  to  look  at  the  data  on  employment  and  earnings 
of  youths,  the  elderly,  women  and  nonwhites  without  concluding  that  some  form 
of  discrimination  must  exist  in  hiring  and  promotion  practices.  The  fact  that 
earnings  for  these  groups  are  lower  and  that  unemployment  rates  are  often  higher 
cannot  be  refuted.  The  question  is  what  causes  these  differentials?  Are  these 


Lompman,  op.  cit.,  p.  22. 

Economic  Report  of  the  President,  1967,  p.  57. 
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groups  less  able  members  of  the  labor  force?  That  is,  do  they  have  lower  pro- 
ductivity than  others  who  do  the  same  work,  and  are  they  incapable  of  holding 
highe-  paying  jobs?  From  the  standpoint  of  efficient  resource  allocation,  the 
only  justification  for  lower  earnings  is  lower  productivity.  If  these  groups 
are  in  fact  less  productive,  why  are  they  less  productive?  Lower  productivity 
is  partially  a reflection  of  discrimination  by  employers  and  the  society  as  a 
whole  if  these  groups  do  not  have  equal  opportunity  to  education,  to  get  work, 
to  get  promoted  and  to  stay  employed. 

It  is  very  difficult  to  document  the  existence  of  discrimination  using 
statistics  on  earnings  and  employment.  One  must  study  hiring  procedures  and 
personnel  policies  of  employers  to  find  out  if  personal  traits  affect  hiring, 
advancement  and  lay-offs.  We  must  study  differentials  in  public  education. 

The  existence  of  discrimination  has  been  generally  accepted  and  has  been  th9 
basis  of  public  legislation  such  as  the  Fair  Employment  Practices  Act  forbidding 
employers  operating  in  interstate  commerce  from  discriminating  against  certain 
groups  in  hiring  and  state  laws  requiring  employers  to  pay  equal  pay  for  equal 
work.  Discrimination  is  a serious  problem  because  it  is  unjust  by  preventing 
certain  members  of  the  labor  force  from  developing  more  productive  skills,  thus 
retarding  growth. 

Poor  Unable  to  Work  (Hard  Coro  Unemployables) 

Some  6 1/2  mi  I I ion  poor,  constituting  almost  half  of  the  poor  families, 
are  headed  by  persons  who  cannot  or  should  not  bo  in  the  labor  force,  a f least 
on  a full-time  basis.*  Such  family  heads  are  increasingly  becoming  the  dominant 
group  of  "hard  core  poor"--those  families  who  live  permanently  below  the  poverty 
line  of  annual  income  per  family. 


Harry  G.  Johnson,  “Unemployment  and  Poverty,"  in  Fishman,  ed.,  op . c i t . , 
pp.  188-189. 

- 1 93- 

203 


Table  2 


OCCUPATION  OF  EMPLOYED  HEAD  IN 
INCOME  UNDER  S3, 000, 


FAMILIES  WITH 
1963 


Occupation  of  Family  Head Percentage  Employed 

Tefal  employed — 4,167  thousand  families  100.0 % 


Professional,  technical,  and  kindred  workers 
Se I f-emp I oyed 
So laried 

Farmers  and  farm  managers 
Managers,  officials,  and  proprietors 
Excluding  farms 
Se! f-emp I oyed 
Salaried 

Clerical  and  kindred  workers 
Sales  workers 

Craftsmen,  foremen,  and  kindred  workers 
Operatives  and  kindred  workers 
Private  household  workers 

Service  workers,  excluding  private  household 
Farm  laborers  and  foremen 
Laborers,  excluding  farm  and  mine 


3.5 
0.8 

2.7 
21  .2 

8.5 
6.9 

I .6 

3.5 

2.6 
8.4 

17.  I 
4.6 
I 1.7 

7.8 


Source:  U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current  Population 

Reports , Consumer  Income,  Series  P-60,  No.  45,  "Low  Income  Families  and  Unrelated 
Individuals  in  the  United  States,  1963,"  (Washington  D.C. : U.S.  Government 

Printing  Office,  June  1 8 , 1965),  p.9. 
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Non-por+icipa+ion  in  the  labor  force  may  arise  from  a number  of  reasons: 

(I)  the  head  of  the  household  is  unable  to  work  because  he  is  past  retirement 
age,  chron ically  ill,  or  physically  or  mentally  disabled;  (2)  the  head  of  the 
family  is  a woman  needed  in  the  home  because  of  the  responsibilities  for  care 
of  young  children.  Such  a family  s i tuation--common I y referred  to  as  "broken 
homes" — may  result  from  divorce,  desertion,  illegitimacy,  or  death  of  a hus- 
band; or  (3)  the  breadwinner,  although  physically  able  to  work,  is  not  actively 
seeking  work  either  because  of  discouragement  about  finding  a job  or  lack  of 
motivation.  These  groups  are  frequently  referred  to  as  the  "hard  core"  unemploy- 
ables. 

It  . is  estimated  that  there  are  i/2  million  to  I million  potent,  )l  workers 
who  are  not  even  counted  as  unemployed  in  the  official  statistics.*  These  are 
family  heads  from  blighted  family  or  community  environments  who  have  withdrawn 
from  the  labor  force  because  of  discouragement  about  job  opportunities.  Some 
in  this  category  have  never  even  tried  to  find  work. 

Those  who  are  among  the  "hard  core  unemployables"  suf  er  rom  personal 
disadvantages  which  make  it  difficult  for  them  to  get  a job  or  hold  jobs  even 
when  the  economy  is  booming.  Many  of  them  are  functionally  illiterate.  They 
frequently  suffer  from  poor  health  and  physical  defects.  Some  are  mentally 
retarded  or  physically  handicapped.  Some  suffer  from  emotional  instability. 

4 

Others  have  prison  records.  Many  have  poor  work  hat  its  and  lack  motivation 
and  discipline.  They  lost  jobs  because  of  absenteeism,  tardiness,  and  inability 
to  follow  instructions.  Some  are  younger  workers  who  are  unwilling  to  take  low 


Economic  Report  of  the  President,  1967,  p.  57. 


paying  jots,  bul  iack  the  patience,  discipline,  or  opportunity  acquired  training 
for  better  ones. * 

Poor  Because  of  Larqe  Fern i I y Size 

At  lease  five  million  of  the  fifteen  million  poor  children  are  in  families 

whose  heads  had  a regular  full-time  job  in  1963  but  whose  incomes  were  too  low  to 

2 

lift  the  family  out  of  poverty.  Some  72  percent  of  poor  persons  are  in  families 
of  three  or  more  persons  and  36  percent  are  in  families  of  six  or  more  persons. 
Large  family  size  operates  primarily  to  reduce  the  share  of  the  family  income 
available  to  meet  each  individual  member's  needs;  but  it  can  operate  in  various  way 
to  reduce  the  total  family  income,  notably  by  preventing  the  mother  from  working. 

In  "Children  of  the  Poor"  Mol  lie  Orshansky  points  out  that  non-white  families 
are  considerably  larger  than  the  average  family  size  of  whites.  Three  out  of 
every  five  mother-child  families  with  six  or  more  children  are  non-white,  but  only 
one  out  of  five  among  those  with  one  child.  A fourth  of  the  husband-wife  families 
with  six  or  more  children  are  non-white,  in  contrast  to  7 percent  of  those  with  a 
single  chi  Id. ^ To  some  extent,  the  slower  progress  of  non-whites  against  poverty 
can  be  explained  by  their  more  rapid  rate  of  population  growth. 

THE  RELATION  BETWEEN  LABOR  MARKET  STRUCTURE  AND  POVERTY 
We  have  described  who  the  poor  are,  where  they  are  and  what  conditions  make 
rhem  poor.  Now  it  is  time  to  assess  the  possibility  and  strategy  for  eliminating 
poverty  altogether  in  this  society. 

Except  for  the  extreme  political  conservatives,  most  groups  advocate  govern- 
ment action  to  help  the  poor.  The  conservatives  contend  that  poverty  cannot  ard 
should  not  be  eliminated  because  in  a healthy,  competitive  free  enterprise  economy 

* Ibid.,  p.  108. 

^"Counting  the  Poor:  Another  Look  at  the  Poverty  Profile," 

Bulletin  (January  1965),  p.  6. 
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there  will  always  be  poor  people  who  do  not,  cannot,  compete.  However,  the 
majority  opinion,  as  expressed  by  recent  actions  by  the  Federal  Government,  considers 
the  existence  of  poverty  a weakness  in  our  economic  system  because  the  poor  do  not 
share  the  general  prosperity  of  the  country. 

To  do  something  about  poverty,  it  is  necessary  to  understand  how  our 
society  creates  poor  people — how  poverty  is  related  to  the  structure  or  conduct  of 
our  economic  system.  Then  we  can  take  action  to  alter  the  structure  or  conduct  to 
improve  the  performance  of* the  system — to  eliminate  poverty. 

In  the  U.S.  poverty  exists  because  some  people  earn  low  personal  incomes  and, 
furthermore,  they  do  not  receive  adequate  public  services  to  offset  this  low 
income.  They  do  not  have  the  purchasing  power  and  there  are  not  enough  public 
services  to  allow  them  to  maintain  an  adequate  standard  of  living.  Because  low 
income  families  earn  most  of  their  income  from  selling  labor  services,  it  is 
important  to  look  at  factors  affecting  demand  and  supply  of  labor  in  different 
occupations  and  industries. 

In  a market  economy,  workers  with  higher  productivity  earn  higher  wages. 
Furthermore,  as  demand  for  workers  changes,  due  to  changing  demand  and  supply 
conditions,  competitive  market  operation  should  cause  workers  to  move  from  occupa- 
tions or  Industries  where  wages  are  lower  to  higher  paying  jobs.  Thus,  through 
the  operation  of  competitive  markets  (of  the  law  of  supply  and  demand)  persons  tend 
to  earn  an  income  equivalent  to  what  they  contribute  to  production.  In  addition, 
the  reaction  of  labor  force  members  to  changing  wages  and  salaries  assjres  that  workers 
will  move  to  occupations  and  industries  where  there  is  an  increased  demand  for  labor. 

To  the  extent  that  labor  markets  are  imperfectly  competitive,  people  cannot  or 
do  not  respond  to  changing  labor  market  conditions  very  fast  or  at  all.  The 
result  is  that  some  groups  earn  higher  wages  and  salaries  than  they  should  while 
others  earn  lower  incomes  or  no  income  at  all.  To  get  a clear  picture  of  what 


factors  create  low  paying  jobs  and  unemployment  it  is  necessary  to  study  labor 
market  demand  and  supply  conditions. 

The  Demand  for  Labor 

Demand  for  labor  is  determined  by  the  needs  ana  hiring  practices  of  American 
industry  and  government  agencies.  Today  these  employers  are  demanding  more  anc 
more  skilled  workers,  technicians,  professional  and  managerial  personnel.  As  our 
economy  becomes  more  technologically  advanced  there  are  proportionately  fewer 
unskilled  and  semiskilled  jobs.  This  trend  towards  more  skilled  occupations  means 
that  employers  are  demanding  more  education  and  training  of  job  applicants  and  that, 
as  new  demands  arise  in  industry  and  government,  labor  force  members  must  be  willing 
to  get  additional  training  to  move  into  entirely  new  jobs  and  locations.  Modern 
American  industry  requires  a well  educated  and  mobile  labor  force. 

While  changing  demand  for  labor  explains  the  long-run  trends  and  changes  in 
the  kinds  of  available  jobs,  personnel  policies  of  employers  explain  who  gets 
hired  and  who  advances  to  higher  paying  jobs.  If  labor  markets  were  perfectly 
competitive,  market  supply  and  demand  conditions  would  determine  wages,  working 
conditions  and  hiring  practices.  I ri  fact,  for  most  jobs  the  employers  (or  the 
employer  and  union)  make  these  decisions.  The  more  market  control  the  employer 
has  over  demand  for  workers,  the  more  control  the  employer  has  in  making  these 
decisions.  Where  collective  bargaining  exists,  the  union  and  management  bargain 
together  to  determine  wages,  fringe  benefits,  working  conditions  and  hiring  and 
firing  practices.  If  workers  are  d i ssat i srhsd  they  can  file  a grievance  and  the 
union  will  represent  them  in  working  out  a solution  with  the  employer.  If  there 
is  no  union,  the  individual  employee  ordinarily  has  little  power  by  himself  to 
affect  wage  and  employment  decisions.  His  main  resource  is  to  threaten  to  gu i t 
a job  which  he  finds  unsuitable  and  to  look  for  another.  If  the  employee  is  very 
important  to  the  business  operation,  then  this  threat  will  force  the  employer  to 
O 
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satisfy  the  employee's  demands.  Otherwise,  the  disgruntled  employee  stays 
disgruntled  or  finds  a job  somewhere  else. 

It  is  important  to  learn  how  hiring  and  personnel  practices  in  business 
and  government  affect  the  poor.  Do  these  practices  discriminate  against  certain 
groups  of  people?  The  statistics  provided  in  the  previous  chapter  suggest  that, 
on  the  average,  employers  are  less  willing  to  hire  women,  young  people,  older 
people,  minority  ethnic  groups.  Although  employer  preferences  relfect  actual  lower 
productivity  of  these  groups,  if  It  is  easier  to  get  a job  if  you  are  whi;o, 
male  and  between  25  and  40,  then  these  other  persons  are  discriminated  against 
and  employer  practices  affect  who  the  poor  are. 

The  Supply  of  Labor 

You  have  learned  that  the  poor  earn  low  incomes  or  are  unemployed  altogether. 
Outside  of  a period  of  general  unemployment  when  there  are  not  enough  jobs  to  go 
around,  it  is  safe  to  say  that  low  paid  or  unemployed  workers  don't  have  h.gh  paid 
skills,  and  often  they  have  not  been  willing  to  move  away  from  chronically  depressed 
industries  or  regions.  For  some  reason  the  poor  do  not  or  cannot  respond  to 
changing  demand  for  labor.  The  big  question  is  why . Are  they  incapable  of  being 
part  of  the  high  paid  labor  force  or  are  they  a wasted  resource?  What  determines 
the  amount  and  quality  of  a person  's  education,  how  much  job  experience  he  gets, 
how  eager  a person  is  to  work  and  to  advance  himself  economically,  how  willing  he  is 
to  change  jobs  and  locations  in  search  for  better  paying  jobs? 

The  current  interest  in  programs  to  improve  education,  housing,  health  and 

recreation  for  the  poor  rests  in  part  on  the  assumption  that  being  poor  affects 

a person's  economic  opportunity  and  his  expectations  about  work  possibilities. 

Social  environment — home  life  and  community  life — determines  economic  opportunity 

and  motivation  to  work  for  economic  pay  offs.  Recent  studies  show  tha*  the  poor 

receive  inadequate  or  inferior  social  services  such  as  education.  Furthermore, 

living  in  poverty  affects  expectations  about  the  possibility  for  getting  or  holding 
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a good  job;  the  poor  have  less  incentive  than  others  to  go  to  school,  to  get 
jobs,  to  change  jobs,  etc.  Thus,  in  addition  to  raising  current  standards  of  liv- 
ing for  the  poor,  these  programs  will  affect  the  supply  of  labor  by  upgrading 
abilities  and  increasing  mobility  of  people  who  grow  up  in  slums  or  rural  poverty. 

PUBLIC  ASSISTANCE  AND  SERVICES  FOR  THE  POOR 

Although  wo  hear  a lot  about  programs  providing  services  to  the  poor, 
actually  most  government  services  qo  to  higher  income  groups.  Public  highways, 
bridges,  schools,  libraries,  the  post  office  serve  the  public  in  general  and  there- 
fore directly  benefit  higher  income  classes  more  than  the  poor.  Public  servies 
such  as  police  and  fire  protection,  in  protecting  property  as  well  as  lives, 
directly  benefit  property  owners  more  than  other  citizens.  Table  3 shows  the 
amounts  spent  on  social  welfare  expenditures  under  public  programs.  Note  that  even 
when  education  ( represent i ng  a third  of  the  total)  is  included,  still  public  wel- 
fare expenditures  compr  i sed  on  I y 42/)  of  government  expenditures  in  1965. 

Even  though  public  assistance  programs  for  the  poor  do  not  make  up  a major 
portion  of  government  expenditures,  these  programs  are  extensive  (Table  3)  and 
they  do  affect  income  distribution  (Table  4).  Poverty  would  be  more  prevelant 
in  the  U.S.  today  if  the  federal,  state  and  local  governments  did  not  accept 
responsibility  for  maintaining  the  incomes  of  people  who  do  not  earn  an  adequate 
income  trhough  their  own  effort.  Three  broadly  different  approaches  to  income  main- 
tenance have  been  used:  I)  programs  of  social  insurance,  financed  by  earmarked 

payroll  taxes  with  benefits  fixed  by  formula  and  without  any  suggestion  of 
"charity";  2)  pub  I i c ass i stance,  more  commonly  referred  to  as  "welfare,"  which 
is  wholly  based  on  need  and  financed  out  of  general  revenues;  3)  public 
provision  of  services  such  as  medical  care,  housing,  and  urban  renewal,  usually 
financed  through  general  revenues  rather  than  payroll  taxes. 
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THE  IMPACT  OF  GOVERNMENT  TAXING  AND  TRANSFER  PROGRAMS  ON  INCOME  DISTRIBUTION, 

UNITED  STATES,  1950 


Money  1 ncome 

Oistri bution 

Final  Income  Adjusted  for  Taxes, 

class  (based 

of  spending 

Transfers,  and  Government 

on  Initial 
1 ncome) 

un  i ts 

Initial  Income 

Serv i ces 

(Percent) 

Bi  1 1 ions  Percent 

Bi  1 1 ions  Percent 

Less  than  $1,000 

14 

2.804 

1 .43 

9.736 

5.0 

$1 ,000-1,999 

19 

16. 188 

8.23 

21.860 

1 1.3 

$2,000-2,999 

21 

28.466 

14.47 

31 .734 

16.4 

$3,000-3,999 

19 

33.750 

17.16 

34.790 

18.0 

$4,000-4,999 

1 1 

27.438 

13.95 

26.21 1 

13.6 

$5,000-7,499 

1 1 

36,370 

18.49 

33.968 

17.6 

$7500-add  over 
TOTAL 

5 

51.687 

26.28 

34.747 

18.0 

Too 

196.703 

100.00 

193.046' 

1 00. 00 

Source:  Alfred  H.  Conrad,  "Redistribution  Through  Government  Budgets  in  the  United 

States,  1950,"  in  Alan  T.  Peacock,  (ed.)  Income  Redistribution  and  Social  Policy 
(London:  Jonathan  Cape,  1954),  pp.  178-268. 

Also  in:  Lloyd  G.  Reynold,  Economics,  p.  436,  table  3 
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Social  Insurance.  Social  insurance  programs  include  the  Federal  Old-Age  Survivors 


and  Disability  Insurance  (OASDI)  System  and  unemployment  Insurance.  The  biggest 

9 

of  the  two  programs  in  OASDI  (frequently  referred  to  as  "Social  Security")  which  is 
national  in  scope,  with  the  same  rules  and  formulas  applying  throughout  the  country. 
Roughly  one-third  of  the  OASDI  benefits  ($18  billion  in  1965)  went  to  the  poor  and 
another  two-fifths  went  to  households  which  otherwise  would  have  been  poor. 

Unemployment  insurance  is  a joint  federa I -state  activity.  The  federal  govern- 
ment administers  the  program  and  collects  the  taxes,  but  most  decisions  about  the 
levels  of  benefits,  criteria  for  eligibility,  and  to  some  degree  the  payroll  tax 
rates  are  left  to  the  discretion  of  the  states. 

There  are  a number  of  shortcomings  in  our  present  social  insurance  system. 

Although  the  social  insurance  programs  have  been  liberalized  from  time  to  time  with 

2 

respect  to  coverage  and  level  of  benefits,  large  categories  of  workers  are  still 
excluded,  and  the  level  of  benefits  is  frequently  inadequate.  For  example,  minimum 
benefits  are  still  so  low  that  nearly  two-fifths  of  all  aged  remain  poor  despite 
OASDI.  In  addition,  unemployment  insurance  benefits  can  be  received  for  only  a 
limited  time  period,  and,  therefore,  the  program  does  not  provide  for  those  who  suf- 
fer from  long-term  unemployment. 

Publ ic  Assistance.  The  major  income  maintenance  program  aimed  directly  at  the  poor 
is  public  assistance.  Expenditures  under  this  program  totalled  nearly  $7  billion 

3 

in  fiscal  year  1966.  Public  assistance  programs  are  administered  jointly  with  the 
State  and  Federal  governments,  with  the  State  paying  41  percent  of  the  costs  and 

* Economic  Report  of  the  President,  1967,  p.  140. 

2 

The  social  insurance  programs  are  abased  on  the  Social  Security  Act  of  1935. 

^Included  in  these  expenditures  were  Food  Stamps  and  Commodity  Distribution. 

Economi c Report  of  the  President,  I 967 . 
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establishing  standards  of  eligibility. 

Four  categories  of  aid  have  been  established  under  the  public  assistance  pro- 
grams: (I)  aid  to  the  aged;  (2)  aid  to  the  families  with  dependent  children; 

(3)  aid  to  the  blind;  and  (4)  aid  to  the  disabled.  Although  these  categories  cover 
a largo  segment  of  the  poor,  they  leave  important  gaps  in  our  income  maintenance 
system.  For  example,  only  about  one-guarter  of  the  nation's  poor  citizens  qualify 
tor  welfare  aid;  12  million  children  in  families  earning  less  that  $3,100  a year 
receive  no  benefits.1  Why  is  the  gap  so  large?  There  are  a number  of  reasons: 

(I)  families  suffering  from  chronic  unemployment  are  ineligible  for  public  assistance 
in  many  states;  (2)  there  are  only  limited  provisions  against  loss  of  earning  power 
due  to  temporary  disability;  (3)  there  are  still  many  individuals  who  receive  little 
help  because  they  do  not  know  how  to  seek  it  or  who  are  poor  for  such  reasons  as 
mental  illness,  alcoholism,  or  drug  addiction;  (4)  there  are  also  great  variations 
in  the  intensity  o'  effort  with  which  communities  search  out  the  people  who  need 
help;  (5)  most  importantly,  they  exclude  people  in  families  headed  by  workers  who 
have  jobs,  even  though  their  earnings  yield  an  income  too  low  to  lift  the  family  out 
of  poverty. 

Public  assistance  has  other  weaknesses  as  well.  Such  a program  should  provide 
benefits  on  the  basis  of  needs  while  preserving  incentives  for  self  help.  Actually, 
most  public  assistance  programs  fail  on  these  counts.  First,  to  determine  need  there 
are  means  tests,  detailed  regulations  and  invasions  of  privacy  and  surveillance. 
Second,  some  states  have  established  low  standards  of  need  and  they  have  imposed 
stringent  reguirements  relating  to  the  length  of  residence,  other  income  and  assets 


Mational  Commission  on  Technology,  Automation,  and  Economic  Progress,  Techno  I oqy 
and  the  American  Economy  (Washington  D.C. : Government  Printing  Office,  I9f6) 

-204- 


223 


and  relatives’  responsibility.  For  example,  seven  states  provide  a mother  and  three 
children  less  than  $120  a month  to  live  on — a situation  which  actually  perpetuates 
poverty.  Only  17  states,  including  New  York,  Connecticut,  and  New  Jersey,  pay  100 
percent  of  their  own  standards  for  needy  families.  Alabama,  Alaska,  Florida,  and 
Mississippi  all  pay  less  than  40  percent.* 

Third,  some  of  those  who  receive  aid  may  be  discouraged  from  helping  themselves 
since  assistance  payments  are  frequently  reduced  one  dollar  for  every  dollar  of 
earnings.  The  rule  disqualifying  a family  from  receiving  aid  if  the  head  of  the 
household  is  an  able-bodied  male — even  if  unemployed — may  promote  family  dissolution.” 
In  states  imposing  such  rulings,  a man  unable  to  provide  adequately  for  his  wife  and 
children  can  make  them  eligible  for  aid  to  families  with  dependent  children  only  by 
deserting  them. 

Other  problems  with  public  assistance  also  exist.  Social  workers  are  assigned 
to  each  case  to  promote  restoration  of  the  welfare  client  to  a productive  life  where 
possible,  to' bring  his  family  in  contact  with  available  social  services,  and  to  help 
improve  living  conditions.  Because  of  the  problems  of  administration,  the  social 
workers  are  largely  responsible  for  certifying  "need"  and  establishing  "eligibility" 
of  clients  and  have  little  time  to  provide  the  professional  services  to  the  poor 
fami I ies. 

Social  Service.  Public  services  such  as  medical  care,  urban  renewal,  and  housing 
which  primari ly  benefit  the  poor  have  proved  to  be  controversial  issues.  Until 
recently  such  social  servicer,  have  been  provided  on  only  a limited  basis.  The  pas- 
sage of  the  medicare  program  in  1965  marked  a breakthrough  in  the  expansion  of  such 

*Wall  Street  Journal,  March  29,  1967,  p.  I. 

2 

The  Unemployed  Parent  Program  under  AFDC,  introduced  in  1962  and  now  in  operation  in 
2!  states, attempts  to  eliminate  this  situation  in  the  Public  Assistance  system. 
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services.  What  is  more,  it  inaugurates  the  beginning  of  social  insurance  financed 
out  of  general  tax  revenues  rather  than  from  payroll  taxes  on  the  recipient's  income. 

PFSIGNING  A PROGRAM  TO  ELIMINATE  POVERTY 

The  elimination  of  poverty  is  a major  concern  of  public  policy  makers  today. 

The  problem  is  considerable  and  seemingly  impossible  to  solve.  The  readings 
accompanying  this  chapter  provide  descriptions  and  assessments  of  various  proposals. 

Wo  invite  you  to  try  to  use  these  text  chapters  and  .the  readings  to  develop  your  own 
recommendations  about  whether  or  not  or  how  to  deal  with  poverty. 

In  making  up  your  program  remember  that  to  eliminate  poverty  you  must  consider 
both  short-run  and  long-run  solutions.  Certain  programs  may  be  effective  in  eliminating 
poverty  now,  but  they  will  not  affect  the  causes  of  poverty;  they  will  not  change 
the  structure  of  the  society  so  that  poverty  will  disappear.  In  developing  programs, 
you  should  also  keep  in  mind  the  reasons  people  are  poor.  There  is  probably  no  one 
program  which  will  wipe  away  all  poor  people  forever.  Different  people  are  poor 
for  different  reasons,  so  the  program  will  have  to  be  geared  to  get  at  these  different 
'Viuses  of  poverty.  Finally,  when  you  have  finished  your  try  at  social  engineering, 
it  «uuld  be  well  to  sit  back  and  look  over  your  brain  child.  Along  with  its  impact 
on  poverty,  what  other  effects  will  it  have  on  U.S.  society? 
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APPENDIX 


Note  to  Appendix 

The  preceding  statistical  tables  on  poverty  attempt  to  identify  the  poor  by 
comparing  the  percentage  of  poor  families  in  a certain  group  with  the  percentage 
of  all  families  in  that  group.  We  find  out  who  the  poor  are  by  observing  whether 
male  or  female,  white  or  nonwhite  family  heads  are  more  prevalent  among  poor  families 
than  among  all  families. 

Another  way  to  identify  the  poor  and  analyze  the  causes  of  poverty  is  to  determine 
the  " i nci dence1’  of  poverty.  The  incidence  of  poverty  for  any  specified  group  of 
families  is  the  percentage  of  that  group  with  incomes  below  $3,000.  For  all  families, 
the  incidence  in  1964  was  around  18$.  An  incidence  of  a particular  group  higher  than 
18$,  or  higher  than  the  rates  for  other  similar  groups,  suggests  that  some  character- 
istics of  that  group  are  causally  related  to  poverty.  The  basic  cause  may  not  be  the 
particular  character i st ic  used  to  classify  the  group.  But  an  exami nat ion  of  groups 
with  high  incidence  should  throw  light  on  the  roots  of  poverty. 

An  example  from  one  of  the  following  tables  will  iJIustrate  the  usefulness 
of  this  kind  of  data.  In  Table  A you  will  note  that  the  incidence  of  poverty  among 
nonwhite  families  is  37.3$.  This  means  that  37.3$  of  nonwhite  families  receive  an 
income  under  $3,000.  This  is  higher  than  the  general  incidence  of  poverty  (18$),  and 
it  is  higher  than  the  incidence  of  poverty  among  white  families  (15.4$).  Therefore, 
we  should  study  nonwhite  families  to  find  out  what  conditions  tend  to  make  a larger 


percent  of  them  poor. 


Table  A 


NCIDENCE  Of  POVERTY  BY  EDUCATION, 
COLOR,  AND  RESIDENCE,  1964* 


Selected  Characteristic 

Incidence  of  Poverty 
(Percent) 

All  families 
Education  of  Head 

18.0 

8 years  or  less 

33.0 

9- 1 1 years 

i 7.3 

12  years 

9.  1 

More  than  12  years 
Co  1 or  of  Fami 1 y 

5.6 

White 

15.4 

Nonwhite 

Residence  of  Family 

37.3 

Farm 
Wh  i te 
Nonwh i te 

39.0 

80. 1 

Non-farm 
Wh  i te 
Nonwh i te 

13.6 

34.8 

*Note:  Data  relate  to  families  and  exclude  unrelated  individuals. 

Poverty  is  defined  to  include  all  families  with  total  income  of  less 
than  S3, 000;  these  are  also  referred  to  as  poor  families.  The 
incidence  of  poverty  is  measured  by  the  percent  of  poor  families 
with  a given  character i st ic  of  all  families  having  the  same  charac- 
ter i sti c. 

Source:  U.S.  Department  of  Commerce,  Bureau  of  the  Census,  (Su-rent 

Population  Reports,  Consumer  Income,  Series  P-60,  No.  47,  September 
24,  1965. 
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Table  B 


INCIDENCE  OF  POVERTY,  BY  CHARACTERISTICS  RELATING 
TO  LABOR  FORCE  PARTICIPATION,  1964* 


Selected 

Character ist ics 

Incidence  of  Poverty 

(Percent) 

Al  1 fami i 

1 ies 

18.0 

Earners  in  Family 


None 

72.3 

One 

18.5 

Two 

8.9 

Three  or  More 

5.0 

Labor  Force  Status 

of  Head 

Not  In  C 1 v i 1 i 

an 

Labor  Force 

47.3 

Unemp ioyeu 

o n r 

C / . u 

Emp loyed 

10.3 

Age  of  Head 

14-24  years 

24.7 

25-54  years 

1 I . 1 

55-64  years 

17.9 

65  years  and 

over 

43.6 

Sex  of  Head 

Ma  1 e 

14.5 

With  Wife 

i n 

Labor  Force 

6.7 

Fema 1 e 

43.7 

*Note:  Data  relate  to  families  and  exclude  unrelated  individuals. 
Poverty  is  defined  to  include  all  families  with  total  money  .income 
of  less  than  $3,000;  these  are  also  referred  to  as  poor  families. 

Incidence  of  poverty  is  measured  by  the  percent  poor  families  with 
a given  characteri Stic  of  all  families  having  the  same  characteri st ic. 

Source:  U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current 
Population  Reports,  Consumer  Income,  Series  P-60,  No.  47,  September 
24,  1965. 
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Table  C 


INCIDENCE  OF  POVERTY  BY  OCCUPATION 
OF  FAMILY  HEAD,  1 963* 


Occupation  of  Fami ly  Head 

Incidence  of  Poverty 
( Percent) 

Total  employed 

1 1 .2 

Professional,  technical,  and  kindred  workers 

3.2 

Se 1 f-emp loyed 

4.6 

Salaried 

2.8 

Farmers  and  farm  managers 

47.7 

Managers,  officials,  and  proprietors,  excluding 

farm  5.9 

Sel f-emp loyed 

1 1 .4 

Sa laried 

1 .8 

Clerical  and  kindred  workers 

5.  1 

Sales  workers 

5.4 

Craftsmen,  foremen,  and  kindred  workers 

5.0 

Operatives  and  kindred  workers 

9.5 

Service  workers,  excluding  private  household 

17. S 

Private  household  workers 

69.0 

Farm  laborers  and  foremen 

64.8 

Laborers,  excluding  farm  and  mine  workers 

24.4 

*No+e:  Data  relate  to  families  and  exclude  unrelated  Individuals. 
Poverty  is  defined  to  include  all  families  with  total  money  income 
of  less  than  S3, 000;  these  are  also  referred  to  as  poor  families. 


Incidence  of  poverty  is  measured  by  the  percent  poor  families  with  a 
given  characterist ic  are  of  all  families  having  the  same  character- 
istic. 

Source:  U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current 

Population  Reports,  Consumer  Income,  Series  P-60,  No.  45,  "Low- In- 
come Families  and  Unrelated  Individuals  in  the  United  States,  1963," 
(Wash i ngton  D.C. : U.S.  Government  Printing  Office,  June  18,  1965), 

p . II. 
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Table  D 


NUMBER  OF  HOUSEHOLDS  AND  INCIDENCE  OF  POVERTY  OF 
POOR  FAMILIES  WITH  CHILDREN  UNDER  AGE  18,,  BY  SEX  OF  HEAD, 
FARM-NONFARM  RESIDENCE,  AND  BY  RACE,  1964* 


Selected  Character i st ics 

Number  of 
House hoi ds 
(in  mill  i;ons) 

1 nc i dence 
of  Poverty 
( percent) 

By  Tota 1 Fami 1 i es 

4.5 

16.0 

1-2  ch i 1 dren 

1 .8 

10.8 

3-4  ch i 1 dron 

1.5 

18.8 

5 ch i 1 dren  or  more 

1 . 1 

41.1 

By  Sex  of  Head 
Male: 

1-2  chi Idren 

1.2 

7.8 

3-4  chi  1 dren 

1.0 

13.8 

5 ch i 1 dren  or 

more 

.9 

35.2 

Fema le: 

1-2  chi Idren 

.6 

36.  1 

3-4  chi  1 dren 

.5 

68 . 6 

5 ch i 1 dren  or 

more 

.3 

83.8 

By  Res i dences 
Nonf arm : 

1-2  chi Idren 

1 .6 

9.9 

3-4  ch i Idren 

1.3 

17.4 

5 chi Idren  or 

more 

1 .0 

39.2 

Farm: 

1-2  chi Idren 

.2 

25.8 

3-4  ch i Idren 

.2 

38.8 

5 ch i 1 dren  or 

more 

.2 

52.4 

By  Color 
White: 

1-2  chi Idren 

1.3 

8.6 

3-4  cii i 1 dren 

1 . 1 

14.4 

5 chi Idren  or 

more 

.6 

29.4 

Nonwh i te : 

1-2  ch i 1 dren 

.5 

32.  1 

3-4  chi Idren 

.5 

54.4 

5 ch i 1 dren  or 

more 

.5 

76.  1 

**No+e : In  this  table  poverty  is  def  fried  by  the  Social  Security  Adminis- 

tration's new  poverty- i ncome  standard;  it  takes  into  account  family 
size,  composition,  and  place  of  residence. 


Source:  Mol  lie  Orshansky,  "Recounting  the  Poor — A Five-Year  Review," 

Social  Security  Bulletin,  Vol.  29,  No.  4,  April  1966,  pp.  24-25. 
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Table  E 


NUMBER  OF  POOR  FAMILIES  AND  INCIDENCE 
OF  POVERTY,  1947-1965* 


Year 

No.  of 
Poor 

(mi  1 1 ions) 

1 nc  i dence 
of  Poverty 
( percent) 

1947 

1 1.2 

30.0 

1948 

12.0 

31.2 

1949 

12.7 

32.3 

1950 

1 1 .9 

29.9 

1951 

1 1 .3 

27.8 

1952 

10.7 

26.3 

1953 

10.  1 

24.6 

1954 

1 1 .0 

26.2 

1955 

10.  1 

23.6 

1956 

5.4 

21  .5 

i 957 

9.5 

21.7 

1958 

9.6 

21  .8 

! 959 

9.3 

20.6 

I960 

9.2 

20.3 

1961 

9.3 

?0.  1 

1962 

8.9 

18.9 

1963 

8.5 

18.0 

1964 

8.2 

17.1 

1965 

8.0 

16.5 

*Note:  Poverty  is  defined  to  include  all  families  with  total  money 

income  of  less  than  S3, 000  in  1965  prices;  these  are  also  referred 
to  as  poor  families.  Incidence  of  poverty  is  measured  by  the  percent 
that  poor  families  are  of  all  families. 

Source:  Economic  Report  of  the  President,  1967,  p.  237. 
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Table  F 


SELECTED  CHARACTERISTICS  OF  FAMILIES 
IN  INCOME  DECILES,  1964 
(in  percentages) 


Percent  of  Fami 1 i es 

Lowest 

Tenth 

Second 
and 
Th  i rd 

Fourth 

and 

Fifth 

Sixth  Eighth 

and  and 

Seventh  Ninth 

Top 

Tenth 

TOTAL 

Having  college  educa- 
tion 

9% 

1 2* 

15* 

24* 

35* 

57* 

100* 

Living  in  suburbs 

12 

16 

23 

30 

43 

50 

100 

1964  income  higher 
than  1963  income 

15 

26 

43 

60 

63 

63 

100 

Husband-wife  families 

33 

58 

77 

86 

90 

90 

100 

Two  or  more  major 
earners3 

1 

9 

23 

38 

56 

49 

100 

Head  retired,  house- 
wife, student 

63 

44 

15 

6 

5 

8 

100 

Head  having  worked 
less  than  40  wks 

26 

16 

1 1 

7 

5 

5 

100 

Nonwh i te 

23 

18 

1 1 

6 

5 

1 

100 

Percent  of  total  money 
income  before  taxes 

1 

7 

14 

20 

28 

30 

100 

Median  total  in- 

comeb  $ 

1080 

$2840 

$5200 

$7500 

$10670  $17800 

Number  of  fami 1 - 
ies  in  survey 

357 

712 

713 

713 

712 

356 

aMedian  amounts  rounded  to  nearest  ten  dollars. 

major  earner  is  defined  as  having  received  at  least  $600  earned  income  in  1964. 

Source:  University  of  Michigan,  Institute  for  Social  Research  Survey  Research  Center, 

1965  Survey  of  Consumer  Finances  (Ann  Arbor,  Mich.:  Ann  Arbor  Press,  1966),  p.  21. 
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Unit  II 
Lesson  8 


Reading  No.  I 


THE  MARKET  STRUCTURE  OF  THE  ALUMINUM  INDUSTRY 

I . technology 


Stages  of  Production 

The  aluminum  Industry  can  be  divided  Into  five  subindustries,  one  for  each 
stage  of  production.  (See  Figure  I In  appendix).  Each  stage  of  production  uses 
a distinct  technology  and  usually  a plant  in  a separate  geographic  location. 
Producers  who  engage  In  three  to  five  stages  of  aluminum  production  are  called 

i • 

Integrated  firms.  Those  who  participate  In  only  one  or  two  stages  of  fabricated 
aluminum  are  called  independent  producers. 

Stage  I of  aluminum  production  Involves  the  mining  and  processing  of  two 
ores:  bauxite,  the  principal  aluminum  ore,  and  ffourspar,  a chemical  compound 
essential  In  the  reduction  of  aluminum.  Bauxite  mining,  however,  is  the  major 
operation.  Today  the  bulk  of  United  States  bauxite  requirements  Is  obtained 
from  American  owned  low-cost  deposits  in  Jamaica,  Surinam,  and  British  Guiana. 
Some  low-grade  bauxite  Is  also  obtained  from  mines  In  Arkansas.  United  States 
producers  are  developing  new  sources  Id  Australia  and  Ghana  where  6xtehslve 
Mgh  quality  ore  reserves  have,  recently  been  discovered.  :8nJted  States  producers 
6wn  and  operate  their  oWn  shipping  service  for  transporting  bauxite  and  flourspar 
ores  from  abroad  to  the  processing  plants  in  the  United  States. 

Stage  2 of  aluminum  production  involves  the  refining  of  bauxite  into  the 
mineral  compound  aluminum  oxide,  commonly  called  alumina.*  The  alumina  plants 

* ■ • ■ i 

are  mostly  located  near  t.be  coastal  ports  of  the  Gulf  of  Mexico  where  the  bulk 

«*>•••  : ; r .. 

of  imported  bauxite  ores  Is  shipped.  |n;addltlon  to  refining  bauxite  ore, 
alunlna  plants  also  manufacture  other  raw  materials  essential  for  the  production 


*The  special  chemical  process  to  extract  alumina  from  bauxite  was  discovered 
by  the  German  chemist,  Karl  Josef  Bayer,  In  1889. 
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of  primary  alum! r«uKi.  Thus  aiumina  plants  process  and  manufacture  almost  all 
the  chemical  products  needed  for  the  production  of  aluminum  metal. 

In  Stage  3 of  production,  dissolved  alumina  Is  reducod  or  smelted  by  an 

2 

electrolytic  process  Into  the  primary  metal  aluminum.  The  large  quantities 
of  electric  power  required  to  produce  aluminum  (15,000  to  17,000  kilowatt  hours 
for  one  ton  of  aluminum)  originally  required  the  location  of  aluminum  plants 
near  sources  of  low-cost  hydroelectric  power  In  the  Pacific  Northwest  and 
Tennessee  Valley.  However,  the  Increasing  efficiency  of  thermal  power  plants 
has  resulted  In  the  construction  of  coal-powered  reduction  plants  located  largely 
In  the  Ohio  Valley  and  in  Texas.  Today  approximately  forty-five  percent  of  the 
United  States  smelter  capacity  Is  based  on  hydroelectric  power,  thirty-four 
percent  on  coal,  and  twenty-one  percent  on  gas.^ 

In  Stage  4,  aluminum  ingot  is  fabricated  Into  relatively  standardized 
wrought  products  In  either  seml-finlshed  or  final  form.  About  three-quarters 
of  the  primary  aluminum  metal  Is  processed  Into  so-called  mill-end  products 

4 

consisting  of  sheet  and  plate  extrusions,  rod  and  bar,  wire  and  cable,  foil, 
tubing,  forgings,  and  powder.  Most  of  the  remainder  is  used  In  castings,  ond 
a relatively  small  portion  goes  Into  alloying  and  steel  deoxidizing. 

2 

This  process  was  developed  by  the  American  chemist,  Charles  M,  Hall  In  1886. 
Except  for  substantial  Improvements  In  equipment  and  for  the  size  of  the  units 
employed,  the  Hall  process  In  use  today  Is  basically  the  same  as  when  developed 
some  80  years  ago. 

^U.S.  Department  of  Corrmerce,  Aluminum  Factbook (Wash I nqton,  D.C. : U.S.  Govern- 

ment Printing  Office,  1963),  p.  21 . 

4 

Extruding  consists  of  forcing  aluminum  Ingot  through  a die  that  has  an  opening 
similar  to  the  finished  shape.  This  operation  Is  analogous  to  forcing  toothpaste 
through  a tube.  Numerous  Industrial  products  are  made  by  extruding  as  well  as 
consumer  Items  such  as  doors  .;>nd  storm  windows. 
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In  Stage  5,  aluminum  mill  products  are  processed  further  into  almost  every 


conceivable  type  of  consumer-end  products.  Typical  examples  of  end-use  fabricationa 
are  buildinq  materials,  automobile  and  aircraft  components,  household  appliances, 
packaging  and  containers  and  electric  products  such  as  wire  and  cable. 

In  1965,  there  were  only  eight  integrated  producers  in  the  aluminum  industry. 
Four  of  the  eignt  were  fully  integrated  firms  engaged  in  all  five  stages  of  produc- 
tion. The  remaining  four  were  partially  integrated  firms  engaged  in  Stages  3,  4, 
and  5,  i.e.,  reduction  of  alumina  into  primary  aluminum  and  fabrication  of  aluminum 
metal  into  semi-finished  and  finished  forms.  (See  Figure  2 in  Appendix). 

Vertical  integration,  even  partial,  offers  a company  a number  of  advantages 
over  those  who  are  independent  fabricators.  First,  it  guarantees  the  integrated 
firm  an  adequate  supply  of  aluminum  metal  for  its  fabricating  needs  (probably  at 
a lower  cost  than  if  it  were  a buyer).  Second,  it  provides  a captive  market  through 
its  own  fabricating  plants  for  increased  sales  of  aluminum  metal.  Third,  it  gives 
the  integrated  firm  a broader  earnings  base  when  profit  margins  are  low  on  fabri- 
cated products  compared  with  primary  metal. 


II.  SELLER  CONCENTRATION 

Up  to  World  War  II,  the  United  States  aluminum  industry  consisted  almost 
entirely  of  the  Aluminum  Company  of  America,  commonly  called  Alcoa.  By  1965, 
seven  new  firms  had  entered  the  industry.  These  included:  Reynolds  Metal  Company 

and  Kaiser  Aluminum  Company  which  Joined  in  the  I940's;  Orrnet,  Anacorda  Aiuminum, 
and  Harvey  Aluminum  which-  entered  in  the  I950's;  and  Consolidated  Aluminum  Company 

5 

(CONALCO)  and  Intalco  Aluminum  Company,  which  joined  the  industry  in  the  I960's. 

5 

Orrnet  is  jointly  owned  by  01  in  Mathieson  and  Revere  Copper  and  Brass.  Anaconda 
is  owned  by  Anaconda  C-opper;  Harvey  is  a Los  Angeles  aluminum  fabricator. 
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Several  others  were  rumored  to  join  the  industry  in  the  second  half  of  the  I960's. 

Credit  for  the  break-up  of  Alcoa's  monopoly  position  goes  largely  to  the 
United  States  Government,  which  fostered  new  ehtry  into  the  industry  in  two  impor- 
tant ways:  (I)  disposal  of  its  World  War  II  aluminum  plants  at  low  cost  to  two 

aluminum  fabricators,  Reynolds  Metal  Company  and  Kaiser  Aluminum  Company,  and 
(2)  generous  financial  assistance  to  new  entrants  through  government  loans,  tax 
incentives,  acce I :rtte,d  write-offs  and  profitable  orders. 

The  three  largest  producers  of  the  aluminum  industry  are  Alcoa,  Reynolds,  and 
Kaiser.  Because  of  their  dominance,  they  are  referred  to  as  the  "Big  Three."  They 
are  fully  integrated  firms  engaged  in  all  five  stages  of  production.  The  "Little 
Three"  consist  of  Anaconda,  Harvey,  and  Ormet,  all  of  whom  started  out  in  the  fabri- 
cating end  of  aluminum  production.  Only  Ormet  is  completely  integrated,  although 
a relatively  small  producer  compared  to  the  Big  Three.  (See  Figure  2 in  appendix). 

Stage  I Seller  Concentration. 

Seller  concentration  in  the  aluminum  industry  varies  with  the  stages  of  produc- 
tion. In  1964  only  the  Big  Three  and  Ormet  were  involved  in  the  first'stage  of 
production.  The  Big  Three  own  or  control  extensive  deposits  of  bauxite  both  In  the 
United  States  and  abroad.  Ormet,  the  sma I lest  producer,  does  not  presently  own 
its  own  mines  but  purchases  its  bauxite  supplies  in  Dutch  Guiana  on  a long-term  lease 
from  foreign  owners.  Figures  are  not  currently  available  on  the  relative  size  of 
each  firm's  bauxite  holdings.  Reynolds,  however,  reports  it  presently  has  suffi- 
cient bauxite  suppl ies  for  its  own  use  for  at  least  40  years  at  the  current  opera- 
tion I evol . 

Stage  2 Seller  Concentration. 

In  1964,  only  the  Big  Three  and  Ormet  were  engaged  in  this  stage  of  produc- 
tion. In  1964,  there  were  eight  domestic  alumina  plants;  three  were  owned  by 
Alcoa,  two  each  by  Reynolds  and  Kaiser,  and  one  by  Ormet.  The  percentage  share  of 
domestic  alumina  plant  capacity  in  1963  was  as  follows:  Alcoa,  37.3  percent; 


Reynolds,  31.9  percent;  Kaiser,  24.3  percent;  and  Ormot  6.5  percent  (Figure  4 in 
appendix).  In  addition  to  its  domestic  alumina  plants,  Alcoa  also  own  two  plants 
in  Australia  and  Surinam.  A number  of  foreign-based  alumina  plants  are  being 
planned  or  are  under  construction  abroad  by  other  integrated  producers. 

Most  of  the  alumina  output  of  the  Big  Three  is  produced  for  their  own 
aluminum  reduction  plants;  a part,  however,  is  sold  to  the  partially  integrated 
firms  for  use  in  the  latter's  reduction  facilities.  Ormet,  however,  produces 
alumina  only  for  its  own  reduction  plants. 

Stage  3 Seller  Concentration. 

All  eicit  integrated  producers  are  engaged  in  the  reduction  of  primary  alumi- 
num. The  changes  in  market  shares  of  the  Big  Three  primary  producers  and  the 
Little  Four  for  selected  years,  1940-1964,  are  shown  in  Figure  3 in  the  appendix. 
Until  1958,  the  Big  Three  produced  100  percent  of  the  primary  aluminum  output. 

With  the  entry  of  four  new  firms  between  1958-1964,  the  Big  Three's  share  of  the 
market  was  reduced  to  83  percent.  In  1964,  the  fully  integrated  producers  had 
92  percent  of  the  industry  output,  and  the  partially  integrated  producers  had 
8 percent  of  tne  industry  production. 

The  Big  Three  produce  aluminun  meta ! both  for  their  own  fabricating  plants 
and  for  general  sale  to  the  independent  fabricators.  The  smaller  firms  produce 
aluminum  metal  mainly  fc r their  own  fabricating  plants,  rather  than  *or  general 
sale. 

Competing  Sources  of  Supply:  Stage  3. 

In  addition  to  the  output  of  domestic  primary  producers  of  aluminum,  there 
are  three  other  sources  of  supply  of  aluminum  metal;  (I)  imports  from  foreign 
primary  producers;  (2)  secondary  smelters  of  a I umi num  meta I ; and  (3)  the  U.S. 
government  stockpile  of.  aluminum  metal  (Figure  5 In  appendix). 


Foreign  imports  constitute  approx imate I y 12.5  percent  ot  the  U.S.  ingot  supply, 
having  qrown  by  2.5  percent  since  1958.  Almost  two-thirds  of  these  shipments  have 
come  from  Aluminium  Limited  in  Canada,  with  the  remainder  from  some  dozen  countries 
including  Norway,  France,  and  Japan.  Most  of  the  primary  metal  imports  is  sold  to 
the  non- i ntegrated  fabricators,  but  some  is  sold  to  primary  producers  under  long- 
term contract. 

The  most  important  foreign  competitor  of  the  United  States  primary  producers 
is  Canada's  Aluminium  Limited. ^ She  is  today  the  world's  largest  producer  and  exporter 
of  aluminum  metal.  Because  of  lower  costs,  she  can  absorb  the  American  tariff  and 
still  maintain  a delivered  price  competitive  with  our  domestic  producers.  Limited 
is  now  experimenting  with  a radically  new  process  of  producing  aluminum  directly 
from  bauxite  without  first  converting  it  into  salt-like  alumina.  If  successful,  that 
process  should  cut  her  production  costs  by  25  percent. ^ 

Another  source  of  aluminum  metal  is  secondary  aiuminum  produced  by  smelters 
from  both  new  and  used  aluminum  scrap.  In  1964,  secondary  smelters  provided  15.5 
percent  of  the  total  domestic  supply  ot  aluminum  metal.  There  are  some  92  secondary 
smelting  plants,  but  the  industry  is  dominated  by  three  leading  f:rms,  American  Metal 
Climax  (Apex  Smelting),  American  Smelting  and  Refining,  and  United  States  Reduction. 


Aluminium  Limited  was  originally  organized  as  a subsidiary  of  Alcoa  to  handle  the 
latter’s  foreign  holdings  in  Canada  and  Europe.  Although  the  two  companies  were 
legally  indcp  n.'ent,  the  >ame  eleven  controlling  stockholders  held  abcjt  half  the 
common  stock  in  each  company.  In  1951,  the  federal  court  ordered  Alee  3 to  divest 
itself  of  its  stock  holdings  in  Limited  in  order  to  promote  greater  competition 
within  the  aluminum  industry.  To  comply  with  this  order,  the  major  sfockholders 
of  both  L imi ted . and  Alcoa  were  forced  to  sell  their  interest  in  one  or  the  other 
company.  Since  then  Limited  has  become  an  important' competi tor  of  Alcoa’s  and  the 
latter's  prime  interest  has  been  +c  block  its  Canadian  rival  from  winning  more  of 
the  United  States  market. 

^Limited  also  prides  itself  in  having  the  world's  biggest  aluminum  sme Iter,  the 
biggest  hydroel ectric  project,  and  the  biggest  bauxite  production.  I fs  plants  span 
30  countries  from  Japan  to  Africa,  and  it  exports  to  more  than  100  foreign  nations. 
Since  Canada  can  use  only  15  percent  of  its  output,  it  has  to  sell  the  rest  of  it  to 
the  world.  See  "Aluminium  Unlimited,"  Time,  March  22,  1963,  pp.  9-92. 


Since  secondary  aluminum  does  not  meet  the  purity  specifications  of  primary 
aluminum,  it  is  an  inferior  substitute  for  primary  aluminum  in  most  applications. 


However,  the  alloy  impurities  of  secondary  aluminum  do  not  impair  its  use  for 
aluminum  castings.  Hence,  foundries  and  die  casters  are  the  principal  customers 
of  secondary  smelters. 

In  recent  years,  a new  competing  source  of  primary  aluminum  has  been  the 

United  States  Government's  surplus  stockpile  of  aluminum  which  amounted  to  1.4 

million  tons  in  November,  1965.  This  surplus  is  equivalent  to  approximately  a 

half  year's  output  of  the  primary  producers.  The  government  has  the  power  to  sell 

this  surplus  in  the  open  market  and  could,  if  it  wished,  affect  the  supply  condi- 

8 

tions  of  primary  aluminum.  To  assure  an  orderly  disposition  of  this  surplus,  the 
industry  recently  negotiated  an  agreement  with  the  government  to  reduce  the  stock- 
pile by  requiring  defense  contractors  to  buy  a pound  of  aluminum  from  the  govern- 
ment for  each  pound  of  aluminum  contained  in  the  final  defense  product.  Sales  of 

aluminum  for  the  government  stockpile  will  be  made  at  the  producer's  published 
9 

price. 

stages. 4 and  5 Seller  Concentrat i ora 

In  these  last  two  stages  (where  aluminum  metal  is  fabricated  into  somi-f i n i shed 
and  finished  products )the  structure  of  the  industry  changes,  with  a competitive 
fringe  existing  around  the  oligopoly  core  in  some  product  lines.  In  1965  there 
were  approximately  200  domestic  fabricating  companies  making  mill  products  from 


8 

°ln  1950  the  government  initiated  a program  for  building  of  a 2 million  ton 
aluminum  stockpile  in  anticipation  of  another  five-year  "conventional  war." 

In  1958  and  again  in  1963,  this  stockpile  figure  was  revised  downward  following 
the  reduction  of  the  estimated  duration  of  such  a war  from  five  to  three  years. 
The  1965  stockpile  regui rement  was  450,000  tons.  Wa I I Street  Journa I . Nov.  19, 
1965,  p.  10. 

^N. Y ..  Times,  Nov.  17,  1965,  p.  65. 
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primary  aluminum  .ingot.  In  1955  (the  latest  figures)  there  were  some  3,000  fabri- 
cators of  castings  made  principally  from  scrap  or  secondary  aluminum,  and  approxi- 
mately 14,000  end-product  fabricators . 

Despite  the  large  number  of  competitors,  in  1958  the  six  integrated  producers 
were  still  the  leading  companies  in  aluminum  fabrication,  accounting  for  over 
three-fifths  of  the  tonnage  sales  of  fabricated  S'nd  semi-fabricated  products.  - 
However,  they  were  not  equally  important  in  all  aretas  of  aluminum  fabrication. 

They  were  most  heavily  concentrated  in  the  fabrication  of  aluminum  mill  products, 
moderately  concentrated  in  castings,  and  relatively  unimportant  in  most  end-product 
application.  (See  Table  I below) 

Competition  in  the  fabricated  aluminum  industry  has  been  especially  fierce 
in  recent  years  because  of  the  large  increase  in  new  firms  in  the  1950's.  Intense 
competition  has  contributed  to  two  major  changes  in  the  structure  of  the  fabricated 
aluminum  industry.  First,  independent  fabricators  have  succeeded  in  increasing 
their  share  of  mill-end  shapes,  which  constitute  three-quarters  of  total  aluminum 
consumption  and  which  was  previously  preempted  by  the  integrated  firms.  Second, 
the  integrated  fabricators  have  made  several  inroads  in  the  independents'  share  of 
the  casting  market.*^ 

I I I PRODUCT  D I FFERENT I AT  I ON 

Except  for  end-product  applications,  the  aluminum  industry  has  little  if 
any  product  differentiation.  Primary  aluminum  and  fabricated  products  are 
standardized  according  1o  grades  and  forms.  Producers  attempt  to  differentiate 
their  products  from  those  of  their  rivals  by  such  fringe  attractions  as  promptness 

^"Aluminum:  A Study  in  Rollback  Economies."  Fortune,  February,  19 A6,  p.  !07. 
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in  f i I I i nr)  orders,  technical  service,  assistance  to  buyers,  or  personal  sales 
representat i ves . Nevertheless,  the  independent  fabricators  tend  to  buy  from 
several  sources  of  supply  provided  they  are  all  the  same  price. 

Some  advertising  of  fabricated  products  exists  to  keep  the  public  informed 
about  new  developments  as  well  as  to  identify  the  product  to  the  consumer.  In 
general,  advertising  outlays  are  relatively  modest  since  they  cannot  bo  expected 
to  increase  the  market  shares  of  individual  sellers  when  the  product  is  undiffer- 
entiated. Even  with  reroecf  to  some  aluminum  end  products  which  are  differentiated, 
advertising  is  considered  less  important  than  for  such  highly  differentiated  pro- 
duels  as  cigarettes  and  automobiles. 

IV.  BARRIERS  TO  ENTRY 
A.  PRIMARY  PRODUCERS  ( STAGES  1-3  ) 

Primary  producers  face  three  major  kinds  of  barriers  to  entry  in  the  aluminum 
industry:  scale  economies,  capital  requirements,  and  absolute  cost  disadvantages. 

Since  these  barriers  differ  with  each  stage  of  production  (1-3),  they  will  be 
considered  by  separate  stages  below. 

Scale  Economies 

Stage  I . The  open-strip  mining  of  bauxite  requ i res  a relatively  small  opera- 
tion, so  that  entry  would  normally  be  reJatively  easy.  However,  since  most  avail- 
able deposits  are  now  in  underdeveloped  countries,  the  opening  up  of  such  deposits 
requires  large  expenditures  for  construction  of  port  facilities  and  railroads, 
which  are  economically  feasible  only  for  large-scale  projects.  For  (xamole,  in 
1963,  Kaiser  began  the  development  of  bauxite  properties  near  the  northern  coast 
of  Jamaica.  This  involved  a five-year  capital  investment  program  costing  approxi- 
mately thirty  million  dollars. 

-10- 
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Stage  ?.  Alumina  plants  require  medium-sized  economies  of  scale.  The  eight 
domestic  alumina  plants  in  existence  in  1963  each  had  between  6.5  percent  and  18.7 
percent  of  the  industry's  capacity.  (Figure  4 in  appendix)  The  smallest  plant  was 
owned  by  Ormet,  with  6.5  percent  of  the  total  alumina  capacity;  the  largest  plant, 
by  Alcoa  with  18.7  percent  of  the  industry's  capacity.  It  would  appear  that  6.5 
percent  of  the  industry's  capacity  is  a rough  approximation  of  the  mi numum-s i zed 
alumina  plant  which  can  operate  efficiently. 

Stage  3.  Production  in  this  stage  formerly  required  very  large-scale  plants 
because  of  the  need  to  construct  private  hydroelectric  plants  to  generate  power 
for  aluminum  reduction  plants.  After  World  War  II,  however,  this  barrier  to 
entry  was  considerably  reduced  with  the  development  of  relatively  low  cost  thermal 
power  plants.  Since  one  steam  plant  can  efficiently  supply  one  reduction  plant 
with  electric  power,  large-scale  electric  power  plants  are  no  longer  required  for 
the  generation  of  electic  energy. 

Aside  from  the  generation  of  power,  the  reduction  process  itself  requires 
relatively  small  economies  of  scale  since  the  process  is  carried  out  in  numerous 
discrete  production  units  called  electric  pots  or  cells.  Only  a very  small  percent 
age  of  the  industry's  capacity  suffices  to  realize  fully  the  technological  econo- 
mies of  a single  reduction  plant;  The  Anaconda  plant  in  Montana,  for  example,  was 
reported  to  bo  an  extremely  efficient  plant,  although  it  had  only  3 percent  of  the 

industry's  capacity. 
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MARKET  CONCENTRATION  STAGES  4 AND  5 

Market  share  by  Integrated  and  Non i ntegrated  Producers 
of  Major  Fabricated  Aluminum  Products,,  1958 


! 

Type  of  Fabricated 
Product 

Integrated  Producers 

1 ndependent  Pro- 
ducers 

- 

i 

Total  Net 
Sh i pments 

No.  of  Pro-  Percent  of 
ducers  Total  Ship- 

ments 

No.  of  Pro-  ’ 

ducers 

In  Thousands 
of  Net  Tons 

Major  MI  1 1 Shapes 

6 ; 

160 

1 ! 

1 i 

j 

• 

(1959) 

Sheet  and  Plate 

: 90.5 

676.5  | 

Foi  1 

! 78.8 

n.a 

Wire  and  Cable 

i 76.7 

172.9 

Extrusions 

' 44.5 

410.0  j 

Castings  ' * 

1 9.0 

3,000 

320.9  1 

1 

(1955) 

End  Products 

6 ; 5.4 

i 

I i 

14,000 

: ! 

n.a 

i 

i i 

I.  Until  1955,  castings  were  made  almost  exclusively  by  independent  foundries 
and  diecasters  from  secondary  aluminum  metal.  Since  1955,  the  major  auto 
companies  have  been  producing  castings  for  their  auto  parts  in  their  own 
"captive  shops."  Instead  of  using  secondary  metal,  which  normally  sells 
, at  a lower  price  than  primary,  they  purchase  molten  primary  metal  directly 
from  the  major  aluminum  producers  at  discount  prices.  Because  of  the  cost 
advantages  to  the  auto  firms,  captive  shops  using  primary  metal  have  shown 
more  growth  in  recent  years  then  the  independent  fabricators. 

Source:  Walter  Adams,  ed.  The  Structure  of  American  Industry  (New  York;  The 

Macmillan  Co.)  pp.  206-7;  Standard  and  Poor's  I ndustry  Surveys,  Vol.  II 
pp.  1796-97.  * ' “ 
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Capital  Requirements 


Aluminum  is  a high  capital-cost  industry.  However,  the  size  of  the  capital 
requirements  in  the  aluminum  industry  again  depends  upon  the  degree  of  vertical 
integration.  If  entry  into  aluminum  reduction  alone  is  considered,  the  cost  of 
an  efficiently-sized  smelter  is  estimated  at  about  $900  per  ton  of  annual  capacity 
or  roughly  two  dollars  of  investment  for  each  dollar  of  sales.*'  However,  the  new 
73,000  ton  capacity  smelter  which  I nta I co  w;,s  building  in  1965  near  Bellingham, 
Washington,  amounted  to  roughly  $1100  per  ton  of  annual  capacity. 

Capital  requirements  for  a fully  integrated  primary  producer  with  bauxite 
deposits,  alumina  plants,  shipping  fleet,  electric  power  and  auxiliary  facilities 

I 2 

are  estimated  at  somewhere  between  $1500  and  $2000  per  ton  of  reduction  capacity. 
These  figures  do  not  include  investment  in  roiling  mills  and  other  fabricating  units 

needed  to  market  aluminum  successfully.  Ormet's  integrated  facilities  for  Stages 

1-3,  for  example,  built  in  the  1950's  was  reported  to  cost  $224  million  plus  an 

additional  $17.5  million  in  initial  working  capital.  This  amounted  approximately 

to  $1200  per  ton  of  annual  capacity.  To  finance  the  project,  Ormet  borrowed 

$100  million  from  ten  banks  and  in  addition  sold  $100  million  first  mortgage  notes 

to  a group  of  institutional  investors.  The  balance  of  the  funds  was  provided  by 

01  in  Mathieson  Chemical  Corporation  and  Revere  Copper  and  Brass,  Inc.,  joint  owners 

of  the  company. 

Cost  Disadvantages  of  New  Firms 

The  final  barrier  to  entry  arises  from  certain  cost  advantages  which  long 
established  plants  have  over  new  entrants.  This  stems  in  part  from  the  inflation 
of  construction  costs  since  the  I950’s  and  in  part  from  the  availability  of  cheap 
hydroe I ectr ic  power  sites  for  the  older  capacity.  The  newer  plants  utilize  steam- 


Slandard  and  Poor's  Industry  Surveys,  Vo  I . II,  Sept.  23,  1965,  p.  N*  90. 
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generated  power  which  is  still  more  costly  to  supply  than  cheap  hydroelectric 
power.  A further  factor  was  generous  assistance  of  the  federal  government  to  the 
older  capacity  in  the  I940's  and  lQ50's.  For  example,  the  government's  policy  of 
accelerated  amortization  during  World  War  II  enabled  Alcoa  to  depreciate  fully 
much  of  its  then  existing  capacity.  Two  of  the  primary  producers,  Reynolds  and 
Kaiser,  obtained  cans ; derab I e plant  capacity  from  the  federal  government  at  the  end 
of  World  War  II  at  about  one-third  of  the  original  cost.  Similarly  the  1950-55 
expansion  of  primary  reduction  capacity  was  supported  by  generous  government 
assistance  to  new  entrants  through  tax  incentives,  accelerated  write-offs,  and 
profitable  orders.  At  present,  there  are  no  comparable  financial  advantages  to 
encourage  entry. 

On  the  ofher  hand,  absolute  cost  barriers  are  not  so  substantial  as  to  pre- 
clude entry.  In  the  early  history  of  the  industry,  Alcoa  derived  its  monopoly  power 
from  its  control  of  the  Hail  patents  in  the  reduction  of  aluminum.  Today,  how- 
ever, the  basic  process  is  unpatented  and  sufficient  know-how  is  pub  I ic I y ava i I- 
ablo.*^  In  addition,  raw  materials  essential  to  aluminum  production  are  not 
completely  controlled  by  existing  firms. 


The  process  has  been  unpatented  s.nce  the  end  of  World  War  II,  when  the 
government  sold  its  wartime  aluminum  plants  to  Kaiser  and  Reynolds.  Since 
Alcoa  completely  controlled  all  the  patents  connected  with  aluminum  produc- 
tion, the  new  companies  could  not  start  operations  until  some  agreement  had 
been  reached  with  Alcoa  on  the  use  of  her  patents.  After  long  negol iations, 
Alcoa  finally  agreed  that  all  patents  covering  basic  aluminum  production  pro. 
cesses  would  be  turned  over  to  the  new  companies  outright;  all  other  patents 
would  be  licensed  to  the  new  companies  and  royalties  would  be  co'lected  by 
Alcoa.  (See  U.S.  Dept,  of  Commerce  Business  and  Defense  Service  Administra- 
tion, Materials  Survey:  Aluminum,  (Washington,  D.C. : Government  Printing  Office, 

1956)  VII,  p.  20. 
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B.  INDEPENDENT  FABRICATORS  (STAGES  4-5) 


Entry  as  an  independent  fabricator  is  easy  compared  to  entry  Into  primary 
aluminum  production.  The  technology  of  most  aluminum  fabrication  is  such  that  the 
industry  can  support  a rather  large  number  of  relatively  small  firms  without  loss 
of  efficiency.  Only  in  the  fabrication  of  aluminum  sheet  metal  are  the  economies 
of  scale  significant.  Capital  requiremnts  are  also  nominal  in  aluminum  fabrication, 
with  the  exception  of  rolling  mills  for  aluminum  sheet  production.  For  example, 
Alcoa’s  rolling  mill  at  Davenport,  Iowa,  built  in  the  1950's,  cost  $35  million  as 
compared  t $200,000  for  a minimum-sized  economical  foundry,  or  $25,000  for  a simple 
extrusion  press.  There  is  some  product  differentiation  in  aluminum  end-use  pro- 
ducts, but  most  aluminum  fabrications,  such  as  mill-end  shapes,  are  fairly  well 
standardized. 

Independent  fabricafors  face  a number  of  absolute  cost  disadvantages  as 
compared  with  the  integrated  firms.  Foremost,  they  are  subject  to  price  squeezes 
by  integrated  producers,  who  can  reduce  the  spread  between  the  ingot  price  and 
the  fabricated  product  price.  Since  many  fabricated  lines  are  produced  by  small 
and  financially  weak  firms,  a price  squeeze  hurts  the  independents  by  forcing 
them  to  operate  on  very  low  profit  margins.  Second,  independent  firms  are  usually 
at  a selling  disadvantage  since  they . *““0  not  able  to  match  the  large-scale  marketing 
expenditures  undertaken  by  integrated  firms  to  sell  new  applications  of  aluminum. 
Finally,  in  periods  of  peak  demand,  if  primary  producers  tend  to  supply  their  own 
fabricating  needs  first,  the  non- i ntegrated  firms,  are  forced  to  purchase  secondary 
aluminum,  an  inferior  substitute  metal,  at  premium  prices.  However,  the  reduced 
tariff  on  aluminum  ingot  since  1958  has  made  imports  of  primary  aluminum  a ready 
source  of  supply  for  the  independent  fabricators.  The  latter  are  now,  therefore. 


no  longer  as  dependent  on  the  supplies,  of  the  domestic  primary  producers. 
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V . GROWTH  OF  DEMAND  S I NCE  WORLD  WAR  I I 

The  primary  aluminum  industry  (Stages  I,  2,  and  3)  has  been  among  the 
fastest  growing  in  the  nation's  economy,  experiencing  a 73  percent  Increase 
In  consumption  udring  the  years  1950-1964.  (Figure  6 in  appendix) 

What  are  the  factors  responsible  for  aluminum's  fast  growth  rate?  Among 
thif  morfe  important  are:  (I)  aluminum's  unique  physical  properties  of  light  weight, 

corrosion  resistance  and  conductivity;  (2)  Its  low  cost  relative  to<ther  nonferrous 
metals  and  materials;  (3)  the  industry's  aggressive  research  and  products  program 
to  develop  new  uses  for  aluminum;  (4)  the  Industry's  pricing  policies  to  promote 
new  end-product  uses;  and  (5)  the  metal^s  expanding  use  in  defense  and  space 
requirements  of  the  federal  government. 

Figure  7 In  the  appendix  shows  the  changing  pattern  of  aluminum  consumption 
in  various  uses  for  the  years  1948  and  1964.  The  fastest  growth  in  aluminum  con- 
sumption has  been  In  container  packaging  and  electric  wire  and  cable.  However, 
both  of  these  uses  still  constitute  a small  percentage  of  total  aluminum  consump- 
tion compared  with  the  building  and  transporatlon  industries.  Growth  In  the  latter 
industries  has  been  considerable  and  today  they  consume  nearly  one-quarter  of  all 
the  aluminum  used  In  this  country. 

The  large  expansion  in  the  consumption  of  aluminum  has  been  largely  at  the 
expense  of  competing  metals  and  materials.  In  the  building-construction  Industry, 
aluminum  has  displaced  wood  in  such  construction  application  as  roofing,  siding, 
doors,  frames,  and  windows.  In  the  construction  of  transportation  vehicles,  such 
as  passenger  cars,  railroad  freight  cars,  mess  transit  vehicles,  and  light-weight, 
mobile  military  equipment  aluminum  has  made  steady  gains  as  a substitute  for 
steel.  (For  example,  the  1964  passenger  car  contained  72  pounds  of  aluminum  as 

— - *7 

*4Up  to  the  late  I950's,  the  United  States  maintained  a high  tariff  on  aluminum  Ingot, 
alumina,  and  aluminum  fabricated  products.  This  tended  to  keep  foreign  Imports  out 
except  at  those  times  when  the  domestic  price  of  aluminum  rose  high  enough  to  permit 
Imports  to  sell  at  prices  competitive  with  domestic  Ingot,  In  spite  of  the  tariff. 

In  1958  the  tariff  on  alumina  and  aluminum  ingot  was  reduced  but  maintained  on  fabri- 
cated aluminum.  The  duty  on  ingot  imports  in  1965  was  5f  of  the  listed  price.  Nee  York 
Times,  Nov.  14,  1965,  p.  F-l. 
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contained  72  pounds  of  aluminum  as  compared  with  30  pounds  in  1955.)  The  doubling 
of  aluminum's  use  in  electric  wire  and  cable  since  1948  has  been  mostly  at  the  ex- 
pense of  copper.  The  expanding  use  of  aluminum  for  metal  containers  in  the  1 ever- 
age  field  has  made  serious  inroads  in  the  market  previously  preempted  by  tin-coated 
sheet  steel  (tinplate). 

Aluminum's  cyclical  tendency  was  not  evident  during  the  I950's  and  the  early 

I960's  because  the  industry  was  able  to  ship  substantial  amounts  of  unsalable  metal 

15 

to  the  government  stockpile  whenever  demand  declined.  If  stockpile  shipments  are 
subtracted  out  from  total  aluminum  sales  during  this  period,  however,  the  cyclical 
tendency  of  aluminum  becomes  clearly  evident.  Now  that  the  government  has  ceased 
buying  aluminum  for  stockpile  purposes,  th is  cush  ionaga inst  recession  is  no  longer 
ava i lab le. 

VI.  DEMAND  ELASTICITY 

The  elasticity  of  demand  for  aluminum  is  influenced  by  (I)  its  degree  of  sub- 
stitutability for  various  uses  and  (2)  its  price  structure  relative  to  competing 
metals.  Where  there  Is  no  substitute  for  aluminum's  unique  physical  characteris- 
tics, such  as  in  aircraft  construction  or  sprinkler  irrigation  systems,  demand  is 
inelastic.  On  the  other  hand,  where  substitute  metals  such  as  copper  and  steel 
might  be  used  equally  well,  demand  is  elastic.  Should  the  price  of  aluminum  increase 
relative  to  the  prices  of  competing  metals,  aluminum  is  likely  to  lose  ground  to 
these  meta I s. 

Demand  for  aluminum  is  more  elastic  in  the  long-run  than  in  the  ?hort-run. 

This  is  related  to  the  time  factor  involved  in  substituting  aluminum  for  other 

I 5 

'he  stockpile  took  more  than  20  percent  of  primary  production  in  1957  and  1958. 
During  the  entire  period  1951-1963,  the  aluminum  industry  sold  to  thegovernment 
stockpile  a grand  total  of  nearly  two  million  tons  of  primary  aluminum  worth  about 
S926  million.  See  "Aluminum:  A study  in  Rollback  Economics, " Fortune,  Feb.  1966, 

p.  108. 
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metals.  A manufacturer's  decision  to  switch  to  aluminum  usually  involves  a capital 
expenditure  since  it  is  necessary  either  to  modify  the  product  or  the  production 
process.  The  manufacturer  will  not  be  greatly  influenced  by  short-run  variations 
in  the  relative  prices  of  competing  metals.  Rather,  he  will  base  his  decision  to 
switch  metals  on  the  long-run  technical  and  economic  feasibility  of  aluminum  as  a 
substitute  input.  This  will  depend  on  a number  of  factors:  (I)  the  long-run  price 

of  aluminum  relative  to  other  metals,  (2)  the  long-run  price  Stability  of  aluminum 
relative  to  existing  metal  inputs,  and  (3)  the  willingness  of  primary  producers  to 
offer  price  discounts  to  overcome  consumer  resistance  to  new  applications  of 
a I umi num. 

In  short,  the  substitutability  of  aluminum  for  other  metals  has  the  following 
bearing  on  the  elasticity  of  the  short  and  long-run  demand  curves  of  aluminum: 

(I)  the  short-run  demand  for  aluminum  is  fairly  Price  inelastic;  (2)  the  long-run 
demand  for  aluminum  is  relatively  price  elastic;  (3)  a lower  price  is  required- to 
encourage  new  -app I ications  of  aluminum  tha n to  retain  buyers  already  familiar  with 
aluminum  and  (4)  long-rur  r'rice  stability  is  an  important  factor  in  Increasing  a I urn 
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APPEND IX 


FIGURES  RELATING  TO 
Eg  SAY  ON  THE 

MARKET  STRUCTURE  OF  THE  ALUMINUM  INDUSTRY 


(Figure  L is  incorporated  in  Text) 
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17.000  FIRMS  PLUS  THE  EIGHT  ABOVE 


3 Market  Concentration, 

Aluminum  Ingot  Producers. 
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Growth  in  Commercial 
Consumption  of  Aluminum, 
Manufacturing,  and 
Primary  Metals  in  The 
U.S.,  1947-1964. 


INDEX  OF  PRODUCTION  (%) 
(1957-59  = 100%) 
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The  Changing  Pattern  of 
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Lesson  8 


Reading  No.  2 


THL  HISTORY  AND  MARKET  STRUCTURE  OF’ THE  AUTOMOBILE  INDUSTRY 


I . TECHNOLOGY 


The  automobile  industry  is  a classic  example  of  the  workings  of  mass  produc- 
tion. More  than  fifty  years  ago,  Henry  Ford  conceived  the  idea  of  moving  a car 
chassis  through  the  plant  and  adding  parts,  instead  of  building  up  one  car  at  a 
time  in  a stationary  location.  The  production  of  10,000  units  of  the  Model  T 


Stages  of  Production 

There  are  three  major  stages  of  production  in  the  manufacture  of  motor  vehicles: 
design,  rnach i nery , and  assemb I y . In  addition,  all  of  these  stages  are  assisted  by 
research  and  engineering  staffs  engaged  in  finding  ways  to  improve  the  car  and 


ket . fxperimcntal  models  are  built  and  subjected  to  laboratory  and  road  tests. 


The  patterns,  dyes,  machine  tools,  and  necessary  fixtures  are  then  made. 

Mach i n i nq . Machining  of  the  automotive  parts  requires  extensive  foundry  equip- 
ment as  well  as  special-purpose  machine  tools.  The  basic  processes  are  metal  cutting 


casting,  forging,  stamping,  welding,  and  heat  treating.  Castings  are  used  to  make 
a number  of  intricately  shaped  parts,  from  the  cylinder  block  to  the  radiator  orna- 
ment. Crankshafts,  camshafts,  gear  blanks,  connecting  rods,  valves,  and  steering- 
gear  parts  are  usually  forged  from  steel.  Hundreds  of  the  parts  of  a vehicle  are 
formed  by  stamping  in  presses;  these  include  body  parts,  fenders,  frames,  gasoline 
tanks,  fans,  wheels, 

^General  Motors  alone  has  about  19,000  engineers  and  scientists  engaged  in 
research  and  engineering.  Approximately  17,000  are  in  the  divisions  and  2, 000- 
in  the  general  technical  staff.  See  Alfred  P.  Sloan,  Jr.,  My  Years  with  General 
Motors  (New  York:  Doubleday  and  Co.,  1964),  p'..  249. 


in  1909  marked  the  real  beginning  of  quantity  production  of  low-priced  cars. 


methods  of  production. 


Design.  Designing  is  begun  about  two  years  before  the  model  appears  on  the  mar 


Corrections  are  made  before  the  designs  are  released  to  the  production  departments. 


/ 
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crank  cases,  rear  axle  hosings,  lamp  parts,  and  dust  shields.  Many  stampings  are 
welded  for  form  the  body  and  its  parts.  By  heat  treating,  the  crystalline  structure 
of  steel  is  changed  to  obtain  the  desired  properties  of  hardness,  touqhness,  and 
high  strength.  All  of  these  form-making  operations  are  physically  segregated  from 
the  assembly  I i nes. 

Assemb I y . Assembling  the  more  than  15,000  parts  that  go  into  a modern  auto- 
mobile  is  M ke  putting  together  a giant  mechanical  jigsaw  puzzle.  A central  schedul- 
ing unit  programs  each  car  through  the.  four  main  assembly  areas — body,  paint,  trim, 
and  chassis.  Through  precisely  coordinated  organization  and  split-second  timing, 
parts  and  sub-assemblies  meet  on  the  final  line  at  just  the  right  moment  to  make 
each  car  exactly  as  ordered.  The  flow  of  materials,  the  gradual  build-up  of  body 
and  chassis,  and  the  final  dressing  and  adjustments  are  depicted  in  Figure  I. 

The  guiding  principle  is  to  save  time  by  bringing  material  to  the  worker  in- 
stead of  having  the  worker  go  to  the  material.  Each  worker,  has  the  small  bit  of 
work  to  do  which  he  is  able  to  perform  while  the  car  portion  he  is  working  on  is 
being  conveyed  in  front  of  him.  Thus,  wasted  energy  and  motion  are  eliminated  and 
every  worker  becomes  a specialist  in  doing  a small  part  of  the  labor.  Adam  Smith 

in  his  Wealthof  Nations  was  the  first  to  demonstrate  the  benefits  of  specialization 

2 

in  the  mass  production  of  the  common  pin.  His  classic  description  of  the  efficiency 
of  specialization  in  pinmaking  could  equally  apply  to  the  modern  conveyer  system  of 
the  automobile  industry. 

Vertical  Integration 

The  auto  industry  began  essentially  as  an  assemtly  plant  operation.  Independent 
supplier  firms  for  the  most  part  manufactured  the  engine  and  body  parts.  As  producers 
began  to  accumulate  capital,  the  auto  industry  integrated  backwards  i n+o  the  manu- 
facture of  its  own  parts.  However,  the  auto  industry  is  not  integrated  in  the  sense 
that  they  manufacture  all  the  parts  themselves.  Rather,  automobile  companies  prefer 
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Adam  Smith,  The  Wea I th  of  .Nations, 


(New  York: 
-33- 


The  Modern  Library,  1537),  pp.  4-5. 
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to  maintain  "two  sources  of  supply"  in  order  to  provide  some  i mmun i t y from  lotai 
interruption  in  the  supply  of  any  one  component  part.  Automobile  manufacturers 
practice  "tapered  integration,"  which  means  they  keep  their  parts  factories  operat- 
ing at  predetermined  output  rates,  filling  additional  suppl ies  through  "contract 
supp I i ers . " 

The  auto  industry  has  also  integrated  forward  in  providing  dealer  outlets  to 
distribute  its  product  in  local  communities.  Most  automob i I e dealerships  are 
independent  businesses  operating  under  sales  agreements  with  auto  companies.  Under 
such  agreements,  the  manufacturer  agrees  to  sell  almost  entirely  through  the  dealer 
in  the  specified  area.  In  return  for  this  franchise  privilege,  automobile  producers 
specify  the  showroom  and  repair  facilities  that  their  dealer  must  maintain,  as  well 
as  set  sales  quotas.  In  some  instances,  they  also  assist  with  the  capital  funds 
for  necessary  improvements  in  the  dealer's  franchise. 


I I'.  SELLER  CONCENTRATION 

Of  the  country's  major  industries,  automobile  manufacture  represents  the  apex 
in  economic  concentration.  Since  the  early  1960's,  four  companies  have  accounted  for 
almost  100  percent  of  the  output  of  passenger  cars.  Even  this  figure  does  not 
reveal  the  full  extent  of  the  concentration  that  exists.  In  1965,  General  Motors 
produced  over  half  of  the  cars  manufactured  in  the  U.S.;  its  share  in  1965  was 
53  percent,  as  contrasted  with  27.5  percent  for  Ford,  !5.7  percent  for  Chrysler, 
and  3.7  percent  for  American  Motors  fsee  Figure  2 in  appendix).  Aiso  noteworthy 
is  the  tremendous  aap  in  the  size  of  the  market  share  between  each  of  the  "Big 
Three,"  particularly  General  Motors,  and  the  smallest  firm,  American  Motors. 

In  terms  of  new  car  registrations,  this  general  relationship  is  only  slightly 
different  when  imports  are  considered.  In  1964,  General  Motors  had  about  49.1 
percent  of  U.S.  sales,  Ford  26  percent,  Chrysler  13.8  percent,  and  American  Motors 
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about  4.7  percertl  . The  remaining  6.4  percent  was  divided  between  Checker  Motors, 
a manufacturer  of  taxicabs  (0.4  percent)  and  foreign  imports  (6.0  percent). 

General  Motors  is  not  only  the  largest  auto  producer,  it  i s a I so  the  largest 
concern  in  the  United  States  and  the  world.  Regularly,  in  the  Fortune  listing 
erf  the  500  largest  industrial  corporations,  this  company  has  ranked  first  (Table  I 
in  appendix).  In  1965,  its  total  annual  sales  were  in  excess  of  20.7  billion 
dollars,  an  amount  larger  than  the  gross  national  product  of  all  but  a dozen  coun- 
tries in  the  whole  world.  Or  to  look  at  it  another  way,  the  comb i ned  output  of 
the  54  smallest  members  of  the  United  Nations — almost  half  the  total  membership — 
barely  equaled  the  output  of  this  one  American  corporation. 

Just  a half  century  ago,  many  hundreds  of  firms  were  engaqed  at  one  time  or 
another  in  the  commercial  production  of  passenger  cars.  Even  as  late  as  1921, 
there  were  88  firms  turning  out  cars  on  a commercial  basis.  Since  that  time,  there  - 
nas  not  been  a successful  new  entry  into  the  industry  except  for  the  formation  of 
the  Chrysler  Corporation  in  1925.  At  the  same  time,  the  independents'  share  of  the 
market  has  steadily  declined  from  approximately  thirty-three  percent  in  1929  to 
ten  percent  of  the  market  prior  to  world  War  II.  Although  the  independents'  share 
of  the  market  rose  for  a short  time  to  19.1  percent  in  the  immediate  post  World  War  II 
period  because  of  the  temporary  shortage  of  new  and  used  cars,  the  1950's  and  I960's 
Saw  the  independents  dwindle  in  number  one  by  one,  so  that  today  only  two  firms, 
American  Motors  and  Checker  Motors,  remain  (Figures  2 and  3 in  appendix). 

How  can  we  explain  the  virtual  disappearance  of  the  independents  in  the  industry, 
the  rise  of  the  "Big  Three,"  and  in  particular,  the  spectacular  rise  in  the  position 
of  General  Motors?  The  answer  is  directly  related  to  changes  in  conoitions  for 
entry  and  surv i va I in  the  industry  between  the  early  and  later  periods  of  the 
industry's  growth.  These  changes  will  be  discussed  In  the  following  section  under 


barriers  to  entry. 
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The  history  of  automobile  manufacture  describes  three  distinct  pe-iod^  and 
the  •bill ty  of  new  firms  to  enter  the  Industry  differed  In  each  period:  (I)  the 

era  of  phenomenal  growth  ending  In  the  middle  1920’s;  (2)  the  period  of  maturity 
with  Its  terminal  point  the  beginning  of  World  War  11  in  1941;  and  (3)  the  post- 
World  War  II  period  from  1941  to  the  present. 

Entry  Prior  to  Middle  1920’s  — Era  of  Rapid  Growth 

Prior  to  the  early  1920’s,  entry  intg  automobile  production  was  relatively 
easy.  In  the  fifteen  years  between  1906  and  1920,  a total  of  126  firms  entered 
the  Industry.  New  entry  In  this  period  was  facilitated  by  two  major  factors: 

(I)  the  rapid  and  substantial  growth  In  the  total  market  demand  for  automobile, 
and  (2)  the  low  capital  requirement  to  enter  into  auto  production. 

In  the  early  period,  demand  persistently  exceeded  the  capacity  of  the 
industry  to  produce.  New  firms  could  grow  without  diverting  sales  from  other 
producers,  without  disrupting  the  given  pattern  of  total  demand,  without  fear  that' 

• .'a  j i . 

established  makers  would  make  deliberate  efforts  to  keep  thorn  out,  and  without 

, *.  • 

’need  to  create  demand  for  particular  makes  through  costly  expenditures  on  product 
differentiation. 

Most  of  the  early  producers  Initial ly  made  automobiles  as  an  offshoot  of 
an  existing  enterprise,  usually  either  the  manufacture  of  machinery  of  some  kind, 
or  of  vehicles,  such  as  bicyclos  or  carriages.  Consequently,  there  was  ordinarily 
a parent  organization  that  could  provide  the  Initial  capital  and  managerial  and 
labor  skill.  To  a very  considerable  extent,  these  early  automobile  factories  were 
predominantly  assembly  operations.  Independent  supplier  firms  made  the  components, 
such  as  radiators,  engines,  etc.  It  became  possible,  therefore,  to  go  into  auto- 
mobile manufacturing  with  a minimum  investment,  since  the  "ifaetory"  was  merely  ao 
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assembly  p I an  + . Moreover,  the  financing  of  production  could  be  handled  by  buying 


parts  on  c.redil  and  selling  finished  cars  to  dealers  for  cash,  so  thaf  very  little 
working  capital  was  required.  The  new  firm,  once  it  had  succeeded  in  putting  cars  on 
the  market  on  a commercial  basis,  stood  a good  chance  of  making  substantial  returns 
which  would  provide  im.^rnal  funds  for  expansion.  Returns  in  the  first  decade  of 
the  century  were  in  many  cases  little  short  of  fabulous.  High  profitability,  there- 
fore, acted  as  a stimulus  both  to  entry  of  new  firms  and  to  rapid  self-expansion 
for  the  newcomers.  ' 

The  Rj se  of  f ord . Although  other  manufacturing  concerns  experimented  with  the 
production  of  low-priced  automobiles  on  a mass^ product i on  basis,  the  techniques 
developed. by  Henry  Ford  proved  the  most  successful.  The  secret  of  Ford's  success 
was  his  realization  that  the  first  problem  was  to. design  a car  that  was  low  priced 
and  at  the  same  time  suitable  for  mass  consumption.  He  met  these  specifications 
with  the  Model  T of  1908  — a car  which  was  durable,  capable  of  being  used  in  city 
or  cburtry,  easy  to  operate,  and  simple  and  inexpensive  to  maintain.  He  and  his 
assistants  then  went  to  work  on  the  problem  of  manufacturing  the  car  cheaply,  and 
in  four  years  of  experimentation  evolved  the  moving  assemb I y I i ne . The  tremendous 
economies  of  scale  associated  with  this  method  of  production  permitted  Ford  to  drop 
the  price  of  the  Model  T from  $950  to  1 909  to  $290  in  1920.  Ford's  success  was 
spectacular.  By  1920  he  was  making  half  the  motor  vehicles  in  the  world. 

The  Rise  of  General  Motors.  Ford  would  have  con+inued  to  dominate  the  auto  market, 
but  for  the  appearance  in  the  mid-1920's  of  a plateau  in  the  long-run  growth  of  total 
demand  for  new  cars.  New  car  demand  became  mainly  a function  of  (I)  replacement 
demand  for  existing  car  users  and  (2)  population  growth.  From  about  1923  on,  most 
new  car  sales  had  to  be  made  to  old  car  owners.  . ; j 
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As  a result  of  the  ’’saturat  i on"  of  automobile  demand,  a markcl  in  used  cars 


developed  wh ich  handicapped  the  sale  of  new  vehicles.  Price  cuts  were  no  I oncer 
effective  as  a moans  of  increasing  sales,  since  new  cars  were  now  competing  with  a 
large  stock  of  old  cars.  This  opened  the  door  to  demand  based  on  factors  other  than 
the  need  for  dependable  transportat ion  at  low  cost.  Ford’s  policy  was  to  keep  the 
Mode!  T virtually  unchanged  year  after  year  fo  avoid  retool  inn  costs  and  thereby 
keep  prices  low.  In  contrast,  General  Mr  tors  originated  the  idea  of  model  changes 
to  make  older  cars  seem  obsolete,  and  thus  sfimulate  a demand  for  now  cars. 

In  I9?3  a Chevrolet^  was  introduced  which  sold  for  about  SI  00  rrore  than  the 
Modi' I T,  but  which  offered  new  sfylinq,  greater  speed,  better  transmission,  and 
so  forth.  Given  fhCjChoice  between  an  economic  and  dependable^  but  rather  ’’old- 
J fashioned’’  Ford  and  a more  ’’modern”  Chevrolet  at  a hundred  dollars  more  in  price, 

the  public  chose  the  Chevrolet.  With  the  success  of  the  new  Chevrolet,  Ford’s 
market  share  foil  drastically  from  over  55  percent  in  1921  to  slightly  more  than 
| one-thirj  in  1926.  But  in  1930,  Ford’s  share  rose  to  40  percent  after  the  intro- 

\ duction  of  the  Model  A.  1930  was  Ford’s  last  year  as  the  country's  top  producer. 

In  1931  General  Motors  took  the  lead  with  43  percent  of  the  domestic  production  of 
autos  and  has  kept  the  leading  position  ever  since. 

General  Jfitor 1 s spectacular  growth  can  be  attributed  to  several  foctors.  First, 
| through  its  partnership  with  DuPont  Company,  it  had  ready  access  to  capital  and 

credit.  Second,  DuPont’s  financial  backing  enabled  G.M.  to  spend  larger  sums  on 
advtertifing  and  sales  efforts  to  build  up  strong  consumer  loyalty  to  ils  products, 
and  1^  make  possible  more  frequent  model  and  design  changes.  Third,  a strong 
dealer  organization,  embracing  the  largest  number  of  dealerships  of  any  automobile 
comnany  in  the  world  was  established.  Fourth,  the  prices  of  General  Motors  used 
cars  were  consistently  higher  than  comparable  models  of  its  competitors,  a factor 
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which  greatly  sided  dealers  in  swelling  the  sales  of 
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p.'j'f!  General  Meters  car 
Finally,  by  organizing  the  General  Motors . Acceptance  Corporation,  it  assisted 
dealers  in  financino  the  purchase  cf  new  cars. 

The  Rise  of  Chrysler.  The  second  firm  to  cut  into  Ford’s  low-priced  car  market 
was  Chrysler  Corporation.  Chrysler  purchased  the  Dodge  Brothers  Manufacturing 
Company  in  1928.  The  acquisition  of  so  powerful  a dealer  organization  and  large- 
scale  manufacturing  facilities  enabled  Chrysler  to  introduce  the  low-priced  Plymouth 
in  i 928  as  a competitor  of  both  Ford  and  Chevrolet.  Chrysler  inaugurated  an  all- 
out  campaign  to  promote  its  low-priced  Plymouth.  Its  advertising  budact  far 
exceeded  everyone  else's,  except  General  Motors'.  From  1928  through  1931,  its 
share  of  the  market  stayed  at  about  eight  percent,  but  by  1933,  it  was  selling 
ono-fourth  of  the  row  cars  in  the.  country,  taking  second  place  in  the  industry 
from  Ford.  The  failure  of  anv  of  the  other  independents  to  duplicate  Chrysler's 
achievement  was  due  to  their  lack  of  the  resources  to  put  on  an  advertising  campaign, 
and  to  wait  several  years  for  acceptance. 

The  Era  of  Maturity  (late  i 920's- I 941) 

The  r«se  of  the-  "Big  Three,"  raised  the  barriers  to  entry  in  a number  of 
important  ways.  The  financial  requirements  for  entering  into  automobile  production 
were  now  formidable  because  of  the  burdens  of  restyling  and  advertising.  Although 
automobile  production  remained  substantially  an  assembly  operation  during  this  period, 
the  great  growth  in  both  plant  and  firm  size  of  Ford,  General  Motors  end  Chrysler 
made  the  cost  of  fixed  investment  alone  enormous. 

Total  demand  for  new  cars  was  qrowing  at  roughly  the  same  rate  as  the  total 
population.  Assuming  a potential  firm  could  meet  initial  financial  n.ou i rements , 
if  had  also  to  calculate  its  chances  for  staying  in  business.  That  mi. ant  that  the 
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newcomer,  to  succeed,  would  h ayp  +q  capture  2nd  hold 
reduce  the  market  shares  held  by  established  firms.  it  was  highly  unlikely  that 
a newcomer  could  break  the  wa I I of  consumer  loyalty  to  the  wel I establ ished  "Big 
Three;"  their  extensive  advertising  and  their  networks  of  franchised  dealers 
throuahout  the  country  (to  promote  sales  and  reinforce  loyalty)  gave  them  <. 
tremendous  competitive  advantage  over  any  newcomer. 

Another  important  competitive-  disadvantage  of  a small  newcomer  was  the 
economies-of-scale  enjoyed  by  the  "Big  Three".  Even  if  the  new  entrant  eventually 
achieved  sufficient  sales  volume,  he  faced  the  possible  hazard  that  the  esta- 
blished sellers  would  resort  to  sharp  price  reductions  aimed  directly  at  the 
newcomer.  The  larger  the  plant  and  firm,  the  lower  the  cost  per  car. 

The  depression  years  of  the  1930's  saw  production  drop  from  the  peak  of  more 
than  five  million  veh i c les  in  1 929  to  a low  of  j ust  over  one  million  in  1 932 . Out- 
put climbed  fairly  steadily  thereafter,  but  the  figure  for  1929  was  not  surpassed 
in  peacetime  for  more  than  twenty  years.  The  industry's  response  to  the  depression 
was  fo  cut  costs  and  to  intensify  sales  efforts.  Although  the  Big  Three  rode  out 
the  storm  with  considerable  difficulty,  they  suffered  far  less  loss  than  their 
smaller  competitors,  who  by  and  large  went  under.  Between  1929  to  1939,  the  indepen- 
dents' share  of  the  market  dropped  from  25  percent  to  10  percent,  and  many  famous 
names,  like  Pierce  Arrow,  Stutz,  and  Franklin  disappeared  altogether. 


Post  World  W ac  ii  Era 


Entry  of  Ka  i ser-Frazer  Corporation,  1946.  The  return  of  peace  following 
Worid  War  II  brough  a tremendous  growth  in  demand  for  automobiles,  and  several 
newcomers  were  attracted  into  the  industry.  The  most  promising  of  these 
efforts  was  made  by  Ka i ser-Frazcr  Corporation  in  1946.  The  latter  entered 
tho  industry  under  four  unusually  'avorable  circumstances:  (I)  a great  short- 

age in  the  supply  of  new  cars  because  of  the  suspension  of  car  production  during 
World  War  II;  (2)  the  opportunity  of  purchase  from  the  Federal  Government  war 
plants  usable  for  car  production  at  a relatively  low  cost;  (3)  expertnced  exe- 
cutives with  exceptional  entrepreneurial  skill;  and  (4)  automobile  industry 
connections  through  the  Graham-Peige  organization  that  it  inherited.  The 
Kaiser  Corporation  performed  a remarkable  feat  of  engineering  and  enterprise 
to  exploit  the  favorable  short-run  factors.  However,  the  Kaiser  venture 
prospered  only  until  the  automobile  market  was  back  on  a regular  peacetime 
basis.  By  1954,  the  Kaiser  automobile  industry  was  absorbed  by  Willys  Motors, 
Inc.,  and  was  forced  to  withdraw  from  the  production  and  sales  of  autos. 

t 

Several  factors  were  responsible  for  the  Kaiser  Corporation's  decline: 

(1)  the  difficulty  of  raising  private  capital  to  finance  plant  improvement;' 

(2)  the  inability  to  compete  in  annual  model  changes;  (3)  the  low  trade-in 
value  of  the  Kaiser  car;  and  (4)  the  difficulty  of  attracting  dealers  to 
retail  its  cars  because  of  the  unprofitable  dealerships.  Thus,  although  the 
Kcilser  Corporation  entered  the  automobile  industry  under  the  mos*  favorable 

.conditions  of  entry,  the  barriers  to  remaining  in  business  were  +oo  great 
when  demand  conditions  returned  to  normal. 

■^In  1949,  for  example,  Kaiser  was  forced  to  borrow  $44  million  from  the 
Federal  Government's  Reconstruction  Finance  Corporation,  when  the  pri- 
vate capital  market  declined  to  finance  its  capital  neods. 
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Tables  2,  3,  and  4 in  the  appendix  summarize  prcscnl-day  barriers  to 
entry  i nto,  the  automobile  industry  under  three  types  of  categories:  (I)  econ- 

omies of  scale.  (2)  product  differentiation,  and  (3)  capital  requirements. 

The  tables  demonstrate  that  today  the  barriers  to  entry  are  even  higher  than 
the  pro-World  War  II  period  because  of  three  new  , 'actors:  (I)  economies  of 

scale  associated  with  the  frond  toward  complex  manufacturing  facilities,  which 
integrate  production  of  "component  parts,"  such  as  engines  and  bodies  with 
"assembly  plant"  production;  12)  higher  financial  costs  resulting  from  invest- 
ment in  larger  integrated  plant  complexes;  (3)  increased  emDhasis  on  annual 
model  changes  and  iargc--sca!e  advertising  campaigns;  and  (4)  the  branching 
out  into  a we  I I -d i vers  if  led  product  line  embracing  tout  rather  than  one 
price  class.  In  view  of  these  additional  barriers,  the  likelihood  of  further 
entry  into  the  industry  today  seems  well-nigh  impossible. 

Efficiency  of  Plant  Size.  The  question  arises,  how  large  must  an  auto- 
mobile plant  be  in  order  to  realize  optimum  efficiency?  According  to  a study 
be  Professor  Joe  Bain,  the  minimum  sized  integrated  plant  complex  necessary 
to  realize  lowest  per  unit  costs,  would  be  300,000  passenger  cars  per  year, 

4 

w'lth  some  probable  additional  increase  in  efficiency  up  to  600,000  units. 

A plant  complex  of  this  size  represents  from  3 percent  to  6 percent  of  national 

output,  assuming  an  industry  total  of  9,335,000  in  1965.  The  eccnc.mies  of  scale 

arise  principally  from  greater  efficiency  in  the  production  of  moj.  r corr.po- 

1 ■ • 

nenTs,  especially  engines  and  bodies.  Scale  economies  are  relatively  unimpor- 
tant in  assembly  operations:  60,000  to  180,000  units  per  year  arc  considered 

to  be  an  optimal  size  for  assembly  alone. 


4 

Joe  S.  Bain,  Barriers  to  New  Competition  (Cambridge:  Harvard  University 
Press,  1956),  pp.  244-6. 


O 
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A similar  estimate  of  optimum  size  was  given  by  Mr.  George  Romney,  former 
president  cf  American  Motors,  at  the  Senate  Hearings  on  Administered  Prices 
in  1958.  According  to  his  testimony,  a company  can  build  between  180,000  and 

220.000  cars  a year  on  a one-shift  basis  and  360,000  to  440,000  cars  on  a two- 

shift  basis  and  make  a good  profit  and  "not  take  a back  seat  to  anyone  in  the 

.5 

industry  in  production  efficiency!' 

On  the  basis  of  these  estimates.  General  Motors,  with  an  annual  production 
in  1965  of  around  4,949,000,  is  eignt  to  sixteen  times  the  size  needed  for 
optimum  production  efficiency;  Ford,  with  an  annual  production  of  around 

2.566.000  in  1965,  is  four  to  eight  times  the  minimum;  and  Chrysler,  with  a 
production  of  approximately  1,468,000  in  1965,  two  and  half  to  five  times  the 
optimum-sized  plant.  This  does  not  mean,  of  course,  that  General  Motors,  Ford 
and  Chrysler  have  passed  the  point  of  optimum  plant  efficiency.  For  all  three 
companies,  production  is  carried  on  by  a number  of  separate  divisions  and 
plants.  What  these  figures  suggest,  however,  is  that  a comparable  degree 

of  efficiency  in  production  can  be  attained  Dy  an  enterprise  well  below  the  size 
of  any  of  the  Big  Three.  • 

Costs  and  Supply.  The  most  significant  feature  of  manufacturing  costs 
in  the  automobile  industry  is  the  magnitude  of  overhead  costs  in  relation 
to  total  production  costs.  Since  the  total  amount  of  overhead  costs  is  rela- 
iively  constant  whether  the  volume  be  500,000  of  1,000,000  units,  overhead 
costs  vary  inversely  with  volume.  The  volume  of  automobile  outfut,  therefore, 
is  vitally  important  in  the  determination  of  unit  costs,  amount  of  profits, 
and  the  pricing  decisions  of  the  indusfry. 

5 

United  States  Senate,  Committee  on  the  Judiciary,  Subcommittee,  on  Antitrust' 
and  Monopoly,  86tn  Congress,  1st  Session,  Hearings  on  Administered  Prices, 

Part  14,  p.  2851.  ' 


Overhead  costs  fall  under  five  major  contegories  in  the  automobile  industry: 

(I)  maintenance  and  repair  expense;  (2)  depreciation  and  obsolescence;  (3)  tooling, 
styling  and  engineering  costs,  including  amortization  of  special  tools;  (4)  selling, 
general  and  administrative  expense;  ana  (5)  insurance,  local  taxes,  and  miscellaneous. 
Overhead  costs  roughly  account  for  one-third  of  aggregate  costs,  with  the  most 
important  being  tooling,  styling,  and  selling  costs.  With  the  exception  of  tooling 
cos^s,  the  automobile  industry  does  not  break  down  overhead  costs  into  the  specific 
categories  we  are  interested  in  for  analysis  purposes.  Consequent  I y , our  discussions 
will  be  limited  to  tooling  costs,  although  the  same  general  conclusions  apply  to 
styling  costs  and  advertising  costs. 

Too  I i nq  Costs . Tooling  costs  are  a major  expense  item  in  the  automobile  industry 
because  of  the  necessity  for  frequent  model  changes.'  Combined  outlays  for  these  pur- 
poses have  always  been  large,  and  in  years  of  major  changes  are  tremendous.  In 
1964,  the  Big  Three  spent  $ t , 237  million  for  special  tools,  dies,  jigs  and  fixtures. 
These  special  tools  are  amortized  (written  off)  over  relatively  short  periods  of 
time  because  of  rapid  changes  in  automobile  styling  and  design,  and  invesTment  is 
really  for  only  a short  time.  Amortization  changes  for  special  tools  parallel  changes 
in  tooling  expenditures  fairly  closely  with  roughly  a one-year  time  lag.  Table  7, 
below,  summarizes  the  amount  spent  by  each  of  the  Big  Three  for  special  Tools  and 
for  amortization  of  special  tools  in  1964. 
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Table  7 


TOOLING  COSTS  OF  "BIG  THREE",  1964 
(in  millions  of  dollars) 


Cpmpany 

Expenditures  in  Special  Tools 

Amortization  of 
Soecial  Tools,  1964 

General  Motors 

751.9 

591  .3 

Ford 

324.7 

234.6 

Chrys 1 er 

160.0 

95.0 

Total  Big  Three 

1,236.6 

920.9 

Source:  Annual  Reports,  1964  of  General  Motors,  Ford,  and  Chrysler  in  the 

automobile  industry. 

Since  World  War  II,  tooling  costs  have  increased  considerably  in  the 
automobile  industry.  Foroxample,  Chrysler's  expenditures  for  special  tools 
were  $66  million  in  1955  as  compared  with  $160  million  in  1964.  Correspond- 
ingly, special  too  I 1 amort  I zat ion  changes  jumped  from  $51  million  in  1956  to 
$171.6  million  in  1 965.  • 

Since  tooling  and  styling  costs  do  not  vary  with  volume,  the  amount  of 
profits  on  any  model  depends  on  the  volume  of  production  over  which  the  costs 
of  tools  and  dies  can  be  spread.  Thus,  only  the  large  companies,  by  achieving 
sufficient  volume  to  keep  the  unit  costs  of  tools  and  dies  low,  are  likely  to 
make  prof  it. 


IV.  PRODUCT  DIFFERENTIATION 


Few  industries  have  as  hiqh  a degree  of  product  differentiation  as  the  automobile. 
For.  automobile  manufacturers,  there  are  two  advantages  to  policies  aimed  at  increas- 
ing product  differentiation:  (1)  advertising  and  model  changes  can  enlarqe  the  total 

market  for  new  cars  by  encouraging  consumers  through  psychological  suggestion  to 
buy  new  cars  before  the  old  ones  wear  out,  and  (2)  those  policies  can  increase  an 
individual  seller's  share  of  the  market  at  the  expense  of  competitors.  Both  of  thse 
objectives  have  aided  in  reducing  the  price  elasticity  of  demand  for  autos,  thereby 
eliminating  the  need  to  compete  through  price  changes. 

Product  differentiation  is  the  major  cause  of  high  barriers  to  entry  in  the  auto 

industry  and  for  the  present  high  seller  concentration  of  firms.  As  explained  in 

section  3 above,  new  entry  jnto'jthe  industry  is  discourages  because  of  the  great 

I 

disadvantages  product  differentiation  imposes  on  the  newcomer  in  the  form  of  (I)  high 
financial  costs  for  annual  model  changes  and  related  advertising  outlays,  (2)  the 
tendency  for  buyers  to  rely  upon  the  established  reputation  of  the  Big  Three  pro- 
ducers, (3)  the  need  for  a widespread  dealer  organization,  and  (4)  the  low  resale 
and  trade-in  value  of  the  new  firm's  model  compared  with  the  established  members 
of  the  industry.  A summary  of  the  bases  for  product  differentiation  in  the  auto- 
mobile industry  is  provided  in  Table  5 of  the  appendix. 
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APPENDIX 


TABLES  AND  FIGURES 
RELATING  TO  ESSAY  ON 

MARKET  STRUCTURE  OF  THE  AUTOMOBILE  INDUSTRY 

(Note:  Tables  7,  8,  and  9 and  Figure  1 are 

incorporated  in  the  text  of  the  Essay) 
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TABLE  2 


BARRIERS  TO  ENTRY  IN  AUTO  MANUFACTURE:  ECONOMIES  OF  SCALE* 


PRODUCTION  ADVERTISING  PROMOTION  DEALERS 


A.  Assembly  Line  Output 
Opt  iriun-s  feed  ascer.b  ly 
plant  requires  a produc- 
tion level  between  300,000 
to  600,000  units  per  year 
--  approximately  3.2  - 6.4 
per  cent  of  19o5  output. 

Large  volume  production, 
however,  permits  distribu- 
tion of  assembly  plants 
around  the  country  and  sav- 
ings in  costs  of  transport- 
ing finished  cars. 

B.  Manufacture  of  Bodies 
and  Engines . 

Frequent  model  clianp.es 
require  large  annual  tool 
and  die  costs;  pnly  co»- 
p&niea  with  a large  volume 
of  production  can  keep  theee 
unit  costs  low. 

High  volume  is  required  for 
automation  of  many  engine 
and  body  operations  (e.g. 
one  automated  factory  can 
produce  most  of  the  motor 
blocks  needed  for  one 
company . 

Big  automobile  producers 
obtain  special  discounts  on 
buying  materials  and  parts,. 


A,  Advertising 
The  auto  industry  is  the 
nation*s  largest  advertiser. 
GM  ranks  first,  Ford  second- 
ly, Chrysler  third,  in  terms 
of  size  of  advertising 
budget. 

In  1963,  the  "Big  Three" 
spent  the  following  for 
advertising  outlays  in  six 
major  media: 

GM  $173.0  million 

Ford  116.5  million 

Chrysler  80.0  million 


B.  Other  Forms  of  Promotion 
In  addition  to  advertising, 
the  auto  companies  spend  an 
almost;  equal  amount  on  other 
promotional  outlays,  such  as 
racing  programs,  fairs, 
prices,  etc. 

In  1963  promotional  outlays 
of  the  "Big  Three"  were  as 
follows: 

GM  $112  million 

Ford  .191  million 

Chrysler  30  million 

High  annual  promotion  •*. 
costs  ^discourage  new,  entry 
for  2 reasons:  (1)  new  firms 

arc  financially  unable  to 
match,  these  big  sums;  (2) 
even  if  they  could,  they  may 
face  large  losses  for  many 
years  because  initial  small 
volume  of  production  may 
result  in  high  unit  costs. 


Successful  marketing  of 
all  but  high-priced  cars 
requires  a minimum  of  2500- 
3030  dealers  per  make  of 
car . 

To  support  this  number  of 
dealer  outlets  and  keep 
them  on  a profitable  basis 
requires  sale  of. a minimum 
number  of  100,000  to  150,000 
units  per  line  pdr  year. 

, r 

New  firms  find  it  diffi- 
cult to  obtain  and  support 
necessary  number  of  dealers 
because  of:  (1)  small  vol- 

ume of  sales  in  initial 
years  of  operation;  and  ) 
much  of  dealer* s income  w' 
comes  from  servicing  cars 
already  on  the  xl’oad. 

The  "Big  Three"  have  a deci- 
ded advantage  over  the  inde- 
pendents in  the  number  of 
dealers  they  can  support. 

As  of  Jan.  1,  1964,  net 
dealer  outlets  by  company 
were  as  follows:' 


GM 

13,745 

Ford 

7,663 

Chrysler 

: 5,980 

Amer.  Mtrs . 

: 3,100 

Gtudel  aker 

1,332 

The  larger  the  auto  firm, 
the  more  control  it  has  over 
dealers  in  terms  of  stand- 
ards of  show  room,  repair 
facilities,  quotas,  etc. 


* This  table  summarizes  the  reasons  for  economies  of  scale  in  car  manufacture --cost 
per  car  declines  for  higher  and  higha641evels  of  output. 
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TABLE  3 

BARRIERS  TO  ENTRY  IN  AUTOMOBILE  MANUFACTURING:  PRODUCT  DIFFERENTIATION* 
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TABLE  10 

DISTRIBUTION  OF  NEW  PASSENGER  CAR  OUTPUT  BY  PRICE  LINES  AND  IMPORTS,  1960-1965 

(in  per  cent) 


m 

vd 

on 


nO 

ON 


CO 

vO 

ON 


«M 

nD 

ON 


NO 

ON 


O 

NO 

ON 


£ 

o 

o 

fcd 

o 

pi 

< 

o 

w 

o 

z 

w 

CO 

CO 

as 


m 

m 


m 


on 


on 


NO 


co 

m 


CN 


o> 

m 


oo 

CNl 


vD 

in 


cn 


o 

NO 


00 

o 


CM 


CO 


co 

AJ 

O 

d 

CL 

e 

o 

o 


<D 

AJ 

<0 


CO 

CL 

«X 

-O 

CO 

>N 

Li 

AJ 

H 

o 

o 

d 

o 

C 

’X 

d 

AJ 

CO 

AJ 

c: 

CL 

Li 

O 

AJ 

cr. 

d 

a 

O 

AJ 

*•4 

O 

AJ 

o 

CL 

c 

o 

a 

CO 

o 

. CO 

h-J 

a 

o 

6 

Q 

h- i 

5-2 

O 

O 

NO 

CL 

o 

o 

m 

o 

ON 

p^ 

Li 

O 

X> 

O 

AJ 

o 

o 

o 

o 

<s? 

CO 

CO 

d 

c 

«x 

CO 

3 

CQ 

o 

AJ 

o 

c: 

p— H 

a 

Li 

L4 

3 

o 

U-l 

o 

>> 

g 

p^ 

vrt 

<D 

£ 

CO 

a 

o 

Li 

o 

o 

o 

o 

1-4 

o 

*u 

o 

CO 

AJ 

AJ 

AJ 

c 

c: 

Li 

<D 

<D 

O 

a 

s 

CL 

AJ 

a 

Li 

Li 

h-f 

O 

d 

CL 

CL 

a 

a 

H 

Q 

-x 

c 

• 

AJ 

d 

CO 

CO 

XI 

• 

Ci 

a 

AJ 

O 

CO 

Q 

CO 

• • 

1 

a 

<D 

t— ^ 

o 

d 

Li 

4J 

0 

o 

H 

o 

H 

v-/ 

CO 

O 

ERIC 


2*r 


TABLE  1 1 

ANALYSIS  OF  COST  OF  OPERATIONS  OF  4 MAJOR  U.S.  AUTO  PRODUCERS,  1964 

(in  per  cent) 
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TABLE  12 

CORPORATION  EXPENDITURES  FOR  ADVERTISING 
COMPARED  WITH  RECEIPTS, 

BY  INDUSTRY,  1964. 


(in  billions  of  dollars) 


Corporation 

Receipt? 

Industry  (in  billions  of  dollars) 

Corporation  Advertising 
Expenditures 
(in  billions  of  dollars) 

Advertisng  as  i 
X of  Receipts 

Total,  All  Industry 

l 

$1063.0 

$12.10 

1.1% 

Mining 

12.7 

0.02 

0.2 

Manufacturing 

453.2  . 

6.61 

1.5 

Beverages  Industry 

69.7 

1.82 

2,6 

Tobacco  Manufacturing 

5.4 

0.33 

. 6.1 

Textile  Mill  Products 

17.2 

0.09 

0.5 

Chemical  and  Allied  Products 

34.5 

1.51  ! 

4.4 

Petroleur  Refining 

44.9 

0.25 

0.6 

Primary  Metals  Industry 

33.7 

0.11 

0.3 

w' 

Fabricated  Metal  Products* 

24.5 

0.22 

0.9 

Motor  Vehicles  and  Motor  Equipment  35.5 

0.23 

0.6 

* Excludes  Machinery  and  Transportation  Equipment 


Source:  Statistical  Abstract  of  the  United  States,  1967,  p.  809. 
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UNIT  \\ 
LESSON  8 


READING  #3 


THE  HISTORY  AND  MARKET  STRUCTURE  OF  THE  TELEPHONE  INDUSTRY 
I . THE  DEVELOPMENT  OF  THE  TELEPHONE  INDUSTRY 


Origin  of  the  Telephone  Industry 

Alexander  Graham  Bell,  credited  as  the  inventor  of  the  telephone,  took  out  a 

patent  on  a transmitter  in  1876,  and  on  a magneto  telephone  In  1877.  These  patents 

were  the  basis  for  the  Bell  System’s  early  and  continued  domination  of  the  industry; 
they  were  perhaps  the  most  valuable  patents  ever  Issued  in  this  country.  . • 

Bell's  experimentation  with  the  telephone  was  financed  by  two  friends,  Thomas 

Sanders  and  Gardiner  G.  Hubbard.  In  1875,  Bell  and  his  two  backers  organized  a -partner- 

i 

ship,  the  Bell  Patent  Association,  to  develop  and  exploit  the  new  invention.  The 

l '* 

association  attempted,  unsuccessfully,  to  interest  businessmen  in  the  financial  possi- 
bilities inherent  in  the  invention.  Western  Union,  foj*  example,  in  1875,  rejected 
the  choice  to  buy  the  Beil  patent  for  $100,000.  In  1 87jB,l‘|'he  association  was  incor- 
porated In  Massachusetts  as  the  National  Bell  Telephone  Company,  and  in  1880,  the  name 
was- changed  to  the  American  Bell  Telephone  Company.  ,The  company  was  franchised  to 
manufacture  telephones  and  other  equipment  and  to  construct  and  operate  telephone 

lines  throughout  the  United  States. 

A . 1 • 

Early  Competition  with  Western  Union.  1877-1879  r 

The  Western  Union  Company  was  Bell's  first  rapj  competitor . This,  company, 
already  well  established  in  the  telegraph  field,  finally  realized  the  competitive.  : 
threat  of  telephones  to  its  business,  and  acquired  certain  patents  pf  EliSha  Gray  in 

I 'I 

an  attempt  to  undermine  Bell's  position.  It  organized  the  Ameriqan  Speaking  Telephone 
Company  and  employed  Gray  and  Thomas  Edison,  who  had  invented. a transmitters  With 
the  resources  of  the  Western  Union  behind  it,  the  new  company  $ee/ned  at  first. to 
provide  a formidable  competitive  threat.  However,  preeminence  ip  the  field  swung  to 
the  Bell  System  when  It  acquired  a still  better  transmitter,  the  Blaise,  in  1878. 

: " ’V  283 
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Following  a suit  against  Western  Union  for  alleged  patent  infringement  the  Bell  System 
succeeded  in  forcing  Western  Union  to  retire  from  the  telephone  business.  Several 
factors  contributed  to  this  victory:  the  Blake  transmitter,  the  driving,  aggressive 

genius  of  Bell's  famous  general  manager,  Theodore  N.  Vail;  the  Bell  System's  threat 
to  enter  the  telegraph  business;  and  support  from  the  notorious  Jay  Gould,  who  was 
himself  attempting  to  break  Western  Union's  monopoly.* 

The  Development  of  the  "A.  T.  & T." 

Organization  o~f  Local  Exchange  Sources.  Because  the  Bell  System  lacked  the  necessary 

funds  to  establish  local  telephone  exchanges,  the  company  encouraged  the  formation  of 

local  telephone  exchange  companies.  In  Return  for  the  use  of  the  Bell  patented 

apparatus,  these  compan ies  were  required  to  grant  American  Bell  from  30_to  50  percent 

2 

of  their  stock.  Until  1927  the  company  maintained  control  over  telephone  instruments 
by-  renting  rather  than  selling  them  to  the  operating  companies. 

By  1879,  the  Americari\Bel  I had  entered  into  185  such  service  contracts  witfi  loca.J 
operating  companies,  covering  the  more  densely  populated  parts  of  the  countfy.  , At  •.  • 
first,  five-year  licenses  were  common  because  of  the  uncertainties  of  the  new  venture. 
As  the  industry  grew,  American  Bell  granted  permanent  licenses,  taking  i n return  add i- 


tional  stock  interest  in  the  licensees..  These  permanent  contracts  established  American 
Bell's  control' over  the  subs  id iary  local  companies,  and  allowed  the  Bell  System  to 
exploit  its  patents  virtually  in  perpetuity. 

Purchase_of_JVestern_£J^ctH£.  It  soon  became  evident  that  in  order  to  establish  a 
unified  nationwide  telephone  system,  standardization  o'f  equipment  was  essential..  Accord 
ingly,  in  1881,  the  American  Bel  i Telephone  Company  acquired  a substantial  interest  i.n  . 
the  Western  Electric  Manufacturing  Company  of  Chicago  and  changed  its  name  to  the 
Western  Electric  •Company.  Th'e  new ’company  became  the  chief  manufacturer  and  supplier  . 
for  t.he  Bell  System,,  land  conducted  research  and  development  deemed  essential  to 
telephone  progress.  Froti  this  time  on,  licensees  were  required  to  use  equ  i pment.ijianu- 
factured  adcordfhgto  specifications  which  could  only  be  met  by  Western  Electric, 


I Federal  Corrmuni  cat  ions  Commission,  "investigation  of  the  Telephone  Industry,  jjl 
United  States.  House  Doc.  340,  76th  Cong.-,:  1st  Sess.  (Wash  i ngton-'  D.C. : U.S.  Government 
Printing  Oft  ice,  1939),  pp.  123-125. 

^Starting  in  1927,  all  telephone  instruments  were  sold  to  the  operating  companies. 
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Although  the  arrangement  provided  uniformity  nf  design  and  ease  of  interconnect icns, 
it  also  tightened  Bell's  monopolistic  controls  on  the  industry. 

Establishment  of  Long  Distance  Lines.  The  early  operating  companies  provided  only 
local  telephone  service.  In  1884,  improvements  in  techniques  and  the  desire  for  an 
extended  range  of  communication  led  the  American  Bell  to  set  up  inter-company  connections 
which  provided  the  basis  for  long-distance  service.^  In  1885,  the  Bell  System  estab- 
lished a new  corporation,  the  American  Telephone  and  Telegraph  Company  (often  referred 
to  as  "Mother  Bel  I ")  as  a wholly  owned  subsidiary  of  American  Bell  Telephone  Company, 
to  operate  the  long-distance  network  connecting  the  local  exchanges  of  the  operating 
companies.  Eater,  American  Bell  transferred  all  investments  in  its  other  subsidiaries 
to  the  American  Company  and  eventually  the  two  companies  were  consolidated. 

In  1900,  the  American  Company  (A.T.&T.)  became  the  parent  holding  company  as  well 
as  the  operator  of  the  long-distance  lines.  In  1924,  Bell  Telephone  Laboratories, 

Inc.,  was  established  to  take  over  the  engineering  and  a portion  of  the  patent  depart- 
ment of  Western  Electric  Thus,  by  the  early  !920's»  the  Bell  System  had  established 
the  corporate  structure  which  exists  today.  (See  section:  "The  Telephone  Industry 

Today. " ) 

A Second  Period  of  Competition 

Rise  of  the  Independents.  Immediately  after  the  expiration  of  the  Bell  patents  in 
1893  and  1894,  numerous  independent  companies  sprang  up  throughout  the  country.  The 
competition  was  vigorous  and  the  number  of  independent  companies  increased  rapidly 

4 

until  1907,  at  which  time  there  were  2,986,515  independent  stations  as  compared  with 
3,132,063  Bell  stations.  The  independents  offered  particularly  severo  competition  In 
the  middle-western  states,  where  the  Bell  Company  allegedly  gave  inadequate  service  at 

■ < . t 

unsatisfactory  rates.  Many  independents  also  developed  in  rural  areas  that  had  more 

^However,  long-range  communication  had  to  await  the  turn  of  the  century  wiih 
the  invention  of  Pupin's  induction  coil. 

^A  station  is  a place  of  residence  or  business  where  a complete  assumblage  of 
equipment  for  a telephone  service  is  located. 
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Because  of  rate  wars  and  new  competi 


or  less  been  neglected  by  the  Cel!  c<"'ipan i es . 
tors,  Bell’s  share  of  the  telephone  business  declined,  and  so  did  income.  Annual 
Bull  revenues  per  station  dropped  from  $88  in  1895  to  $43  in  1907. 

A.T.&T.  used  a number  of  tactics  to  meet  the  new  competition:  it  reduced 
telephone  rates  and  improved  services  in  the  better  established  Bell  companies;  it 
attempted  to  prolong  its  patent  monopoly  by  patenting  improved  features;  it  instigated 
patent  infringement  suits  to  force  independents  out  of  business;  it  refused  to  connect 
or  sell  telephones  to  certain  independents.  Despite  these  practices,  a number  of  the 
independent  companies  survived,  prospered,  and  grew  to  considerable  size.  A greater 
number,  however,  were  forced  out  of  business.  Failure  was  due,  in  part,  to  Bell’s 

5 

predatory  policies,  but  also  to  the  independents’  unsound  financial  practices. 

Period  of  Acquisition,  1907-1913.  After  1907,  the  American  Telephone  and  Telegraph 
Company  came  under  banker  control  and  instituted  aggressive  acquisition  policies. 

In  1909,  the  A.T.&T.  acquired  a substantial  stock  interest  in  Western  Union,  an  acqui- 
sition that  was  promptly  criticized  by  Postal  Telegraph--a  major  competitor  of  Western 
Union.  It  also  made  a determined  effort  to  break  up  independent  systems  by  the  purchase 
of  key  properties.  It  was  aided  in  this  endeavor  by  the  investment-banking  houses 
which  denied  financial  backing  to  distressed  independents. 

As  a result,  in  1913,  the  A.T.&T.  was  threatened  with  two  antitrust  suits,  one 
for  discrimination  against  Postal  Telegraph  in  favor  of  Western  Union,  and  one  for 
alleged  predatory  practices  against  independents,  particularly  for  its  refusal  to 
furnish  satisfactory  long-disTance  interconnections  with  the  independents.  In  1913, 
in  an  effort  to  end  the  threat  of  prosecution,  the  A.T.&T.  made  an  agreement  with  the 
U.S.  Attorney  General.  In  this  agreement,  the  Kingsbury  Commitment,  the  A.T.&T. 
agreed  to  three  changes  in  its  acquisition  conduct:  (I)  to  sell  its  Western  Union  stock, 

5 

Many  independents,  for  example,  in  their  eagerness  for  profits,  neglected  depre- 
ciation witn  disastrous  financial  results. 
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thereby  giving  up  its  control  of  the  Western  Union  Telegraph  Company;  (2)  to  intei — 
connect  with  those  independent  telephone  companies  which  met  its  equipment  standards; 
and  (3)  to  cease  acquiring  control  of  competing  companies.^ 

Problems  of  the  Duplicate  Exchanges.  One  of  the  major  problems  resulting  from  compe- 
tition in  the  telephone  industry  was  that  of  duplicate  exchanges. ^ In  1912,  the  inde- 
pendents and  Bell  companies  competed  in  1200  communities,  while  independents  fought 
each  other  in  600  other  places.  This  proved  a great  source  of  inconvenience  and  ex- 
pense to  the  public  in  a number  of  ways.  It  resulted  in  a duplicate  network  of  tele- 
phone wires  strung  above  the  city  streets,  and  it  required  subscribers  to  take  ser- 
vice from  two  or  more  companies  in  order  to  telephone  all  other  subscribers  in  the  same 
town.  This  meant  subscribers  were  required  to  have  two  or  more  telephones  in  their 
homes  or  businesses,  two  or  more  telephone  books,  not  to  mention  two  or  more  telephone 
bills.  These  drawbacks  convinced  the  public  of  the  need  for  unified  telephone  service. 

The  telephone  industry  seemed  to  provide  the  best  service  when  there  was  only  one 
company  in  a local  area — it  was  a "natural"  monopoly. 

At  first  the  Bell  Telephone  and  the  independents  attempted  to  solve  this  problem 
by  themselves.  In  1909,  certain  independents  agreed  with  Bell  to  divide  their  terri- 
tory and  arrange  for  the  sale  of  property  to  one  another.  Following  the  threat  of  an 
antitrust  suit  in  1913,  however,  the  Bell  System  stopped  purchasing  competing  systems. 
Finally,  in  1921,  Congress  passed  the  Graham  Act  which  permitted  consolidation  of  companies 
with  the  consent  of  the  Interstate  Commerce  Commission.  This,  in  effect,  exempted  the 
telephone  industry  from  the  Sherman  Antitrust  Act  as  far  as  consol idation  of  competing 
companies  was  concerned.  As  a result  of  the  Graham  Act,  competitive  warfare  in  +he 
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Letter  from  N.C.  Kingsbury,  Vice-President  of  A.T.&T.,  to  the  Attorney  General 
of  the  United  States,  Dec.  19,  1913.  See  Annual  Report  of  the  A.T.&T.,  1913,  pp. 24-26. 

^An  exchange  is  a geographical  unit  of  telephone  service,  usually  embracing  a 
city,  town,  or  village  and  other  environs. 
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telephone  industry  ca^De  to  an  end.  Telephone  service  was  unified  through  acquisitions 
and  mergers  so  as  to  leave  a single  company,  either  Bel!  or  non-Bell,  operating 
ir  each  area. 

Q 

Under  tne  Hall  Memorandum  of  1922,  the  Bell  System  adopted  a policy  of  friendly 
cooperation  with  the  independent  companies,  pledging  to  purchase  only  distressc.  c n n i c s 
and  to  dispose  of  minority  interests  in  all  independent  companies  outs'  '>  the  Bell 
System.  Provision  was  made  for  interconnecting  the  facilities  of  the  non-Bell  companies 
with  those  or  the  Bell  System,  thus  making  possible  the  interconnection  of  nearly  all 
telephones  in  the  United  States,  as  well  as  connections  to  the  rest  of  the  world- 

Despite  the  restricted  acquisition  policy  of  the  Bell  System,  by  1935  the  A.T.&7. 
had  succeeded  in  consolidating  its  control  over  more  than  75  percent  of  the  industry 
(Table  I).  However,  with  peace  and  cooperation  in  the  industry,  it  was  possible  for  the 
remaining  independents  to  prosper  and  grow.  The  declining  number  of  independent  tele- 
phone com'-^nies  has  been  caused  primarily  by  mergers  among  independents  to  achieve 
economies  of  scale,  rather  than  Bell  System  acquisitions. 

With  the  decline  of  competition  in  the  telephone  industry,  the  public  realized  the 
need  of  government  regu I at  ions-  of  prices  and  services.  By  i 9 1 9 , 45  states  and  the 
District  of  Columbia  had  commissions  whose  duties  included  telephone  rates  and  service 
regulation.  Interstate  telephone  traffic  was  placed  under  the  jurisdiction  of  the  Inter- 
state Commerce  Commission  as  early  as  1910.  In  1934.,  the  ICC's  regulatory  power  over 
the  telephone  industry  was  transferred  to  the  Federal  Communications  Commission.  Because 
the  operations  of  most  independents  are  confined  within  the  boundaries  of  one  state, 
they  are  ordinarily  regulated  by  only  state  or  local  agencies.  The  Bell  system,  however, 

8 

When  in  1921  the  Graham  Act  permitted  telephone  companies  to  merge  or  consolidate 
with  competing  companies,  the  Kingsbury  Commitment  was  followed  by  the  Hall  Memorandum 
of  1922,  which  explained  the  Bell  System's  acquisitive  policy.  See  lette^  from  E.K. 

Hall,  Vice-President  of  A.  T. &T. , to- F.B.  McKinnon,  President  of  the  United  States  Inde- 
pendent Telephone  Association,  June  14,  1922. 
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TABLE  I 


DISTRIBUTION  OF  TELEPHONES  BETWEEN  THE  BELL  SYSTEM  AND  INDEPENDENT  COMPANIES 


Year 

Total'  ' 
Te 1 ep hones 

Be  IT  System 
Tel ephones 

Independent  Com- 
pany Tefep.hones 

Bell  System  Percent- 
age of  the  Whole 

1880 

47,880 

( 47,880 

N.F. 

100.0 

1885 

155,751 

155,751 

N.F. 

100.0 

1890 

227,857 

227,857 

N.F. 

100.0 

1895 

309,502 

309,502 

30,000 

91  .2 

1900 

835,91 1 

835,91 1 

540,000 

60.8 

1902 

2,371,044 

1,317,178 

1 ,053,866 

55.5 

1907 

6,  118,578 

3,132,063 

2,986,515 

51  .2 

1912 

8,729,592 

5,087,027 

3,642,565 

58.3 

1917 

1 1,716,520 

7,326,858 

4,389,662 

62.5 

1920 

13,329,400 

8,134,000 

5,195,000 

6i  .0 

1925 

16,935,900 

1 1,910,000 

5,025,000 

70.5 

1930 

20,201 ,000 

15, 187,000 

5,014,000 

75.2 

1935 

17,424,000 

13,573,000 

3,851,000 

78.  1 

1940 

21 ,928,000 

17,484,000 

4,444,000 

79.7 

1945 

27,867,000 

22,446,000  . 

5,421,000 

80.5 

'947 

34,867,000 

28,507,000 

6,360,000 

81  .8 

Sources:  Figures  for  1890-1900  are  from  the  Federal  Communications  Commission, 

Investigation  of  the  Telephone  Industry,  1939,  p.  129.  Figures  for  1902-1917 
are  from  U. S . Census  of  E I ectr ica I I ndustries,  Te I ephono  and  Teleg raphs.  Figures 
for  1920-1947  are  from  the  U.S.  Statistical  Abstract.  The  series  are  not  strictly 
comparab I e . 
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is  subject  to  regulations  by  both  state  commissions  and  the  FCC. 

II.  THE  TELEPHONE  INDUSTRY  TODAY 

The  Bell  System  is  by  far  the  dominant  segment  of  the  telephone  industry  today. 

In  1965,  it  served  approximately  76  million  phones  or  84  percent  of  the  total,  as  com- 
pared with  15.2  million  phones  or  16  percent  of  the  total  for  the  independents  (Table 
2).  Although  the  independents  are  dwarfed  by  the  mammoth  Bell  System,  they  neverthe- 
less form  a comparatively  large  industry  in  themselves.  The  number  of  telephones  they 
served  in  1965,  for  example,  were  more  than  the  total  number  of  phones  in  Britain  and 
France  combined.  The  biggest  of  the  independents,  General  Telephone  and  Electronics 

Corporation,  served  more  than  seven  million  firms  (Table  2)  and  was,  in  fact,  the  28th 

9 

largest  company  in  the  nation. 

* The  Bell  System's  Corporate  Structure 

The  Bell  System  is  a holding  company,  consisting  of  the  American  Telephone  and 
Telegraph  Company,  23  affiliated  regional  exchange  companies  operating  throughout  the  w' 

United  States,  Western  Electric,  and  the  Bell  Telephone  Laboratcr ies . Each  company 

I 

has  the  primary  responsibility  of  providing  local  telephone  service  and  interconnections 
between  communities  within  its  own  territory.  The  A.T.&T.  interconnects  the  territorial 

operating  companies  by  means  of  its  long-distance  lines;  affords  a central  advisory 

. • ! 

service;  operates  the  Bell  Telephone  Laboratories  devoted  to  research,  development,  and 
design  in  the  communications  field;  owns  and  operates  the  Western  Electric  Company,  the 
System's  manufacturing  and  supply  unit;  and  furnishes  the  affiliated  companies  with 
engineering  assistance  and  operating  advice  as  well  as  assistance  with  legal,  accounting, 
and  financial  matters. 

The  A.T.&T.  owns  and  operates  outdight  16  of.  the  23  operating  exchange  companies, 
has  a majority  control  in  four  others  and  a minority  interest  in  three  (Table  3).  In 
addition,  it  completely  owns  the  Western  Electric  Company,  the  nation's  ninth  largest 
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See  Fortune 1 s Pi  rectory  of  the  500  Largest  I ndustr i a I Corporations,  I 964 , 
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TABLE  2 


SHARE  OF  TELEPHONE  SERVICES  BY  A.  T.  & T.  AND  INDEPENDENTS,  1965 


System 

No.  of 
ope rat i ng 
companies 

Number  of 
Te 1 ephones 

Percentage 
of  Tota 1 

Bell  System  (American  Telephone 
and  Telegraph) 

22 

75,866,000 

83 

Leading  Bell  Operating  C rpanies 

Pac i f i c Te 1 & Te 1 
New  England  Tel  & Tel 
Mountain  States  Tel  & Tel 
Pacific  Northwes  : Be  1 1 Tel 
Southern  New  England  Tel 
Cincinnati  & Suburban  Bell  Tel 

8.044.000 

3.893.000 
2,946,931 

1 , 820,032* 

1.584.000 
694,810 

1 ndependents 

2500 

15,190,000 

17 

Leading  nn-Bell  Systems 

General  Tel  & Electronics 
Western  Power  & Gas 
United  Uti 1 ities 

7,176,000 

655,048 

784,778 

8 

Total  Telephone  Industry 

91 ,056,000 

100 

o 1 : 

* 1964  f igures  , 

Source:  Clark,  Dodge,  & Co.,  I ndustry.  Review  Service,  .March  15,  1966,  appendix. 
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industrial  corporation,  and  shares  control  of  the  Bell  Telephone  Laboratories  with 
Western  Electric  Company.  It  controls  84  percent  of  the  nation's  local  telephone 
service  and  98  percent  of  its  long-distance  lines.  Through  its  manufacturing  sub- 
sidiary, Western  Electric,  it  accounts  for  90  percent  of  the  nation’s  output  of 
telephone  equipment. 

The  president  of  the  A.T.&T.  is  empowered  to  vote  its  stock  in  the  operating 
companies  and  to  select  the  directors  and  Qfficers  of  these  concerns.  The  parent 
is  thus  in  direct  and  complete  control  of  the  entire  telephone  system.  In  actual i!/, 
however,  the  associated  companies  are  largely  autonomous  units,  planning  their  own 
construction  and  expansion,  deciding  what  services  will  be  offered,  and  fighting  their 
own  rate  battles  with  state  and  local  regulatory  agencies. 

In  1965,  the  Bell  System  controlled  over  $34  billion  of  gross  assets,  one  of  the 
largest  aggregat ions'  of  cap i ta I and  resources  ever  assembled  by  a private,  non-finan- 
cial  company  in  history.  This  sum  was  an  amount  only  $10  billion  short  of  equalling 
the  value  of  the  gold  held  by  all  of  the  world  governments  in  that  year.  The  Bell 
System  is  a publicly-owned  corporation,  and  the  number  of  stock  holders  (2,700,000) 
is  larger  than  the  sum  of  stockholders  for  the  next  three  largest  companies.*^ 

The  main  sources  of  A.T.&T.  income  are  from  dividends  paid  it  by  the  associated 
telephone  companies,  from  charges  A.T.&T.  makes  for  the  services  rendered  to  subsidi- 
aries > from  the  earnings  of  its  long-distance  lines,  and  from  the  profits  of  Western 
Electric.  This  income  is  derived  ultimately  from  the  rates  paid  by  subscribers  for 
telephone  service.  Although  the  corporate  structure  of  A.T.&T.  is  much  simpler  than 
that  of  other  utility-holding  company  systems,  the  relation  of  the  parent  company  to 

l(^ln  1965,  General  Motors,  in  second  place,  had  1,309,419  stockholders;  Standard 
Oil  Co.  of  New  Jersey  ranked  third  vith  723,000  stockholders;  and  General  Electric 
was  in  fourth  place  with  525,000. 
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TABLE  3 


BELL  SYSTEM  COMPANIES,  1965 


Cap i ta  1 
Owned  by  <.« 

Stocks 
.T.&T.  Co. 

Advances 

Af  f i 1 i ates 

% Owned 

Equ i ty 

from  A.T.&T. 
Co.  * 

Principal  Telephone  Subsidiaries: 


New  England  Tel  & Tel  Co 

69.3 

$ 553,795 

$ 

1 05,000 

New  York  Tel  Co 

100.0 

2,037,546 

New  Jersey  Roll  Tel  Ca 

100.0 

801 ,547 

7ft,  1,00 

Bell  Tel  Co  of  Pennsylvania 

100.0 

864,366 

65,000 

Diamond  State  Tel  Co 

100.0 

63,370 

3,775 

Chesapeake  & Potomac  Tel  Co 

100.0 

1 79,944 

24,300 

Chesapeake  & Potomac  Tel  Co  of 

Md. 

100.0 

398,590 

4 1 , 200 

Chesapeake  & Potomac  Tel  Co  of 

Va . 

100.0 

404,356 

67,300 

Chesapeake  & Polomac  Tel  Co  of 

West  Va. 

100.0 

144,668 

15,800 

Southern  Bell  Tel  Co 

100.0 

2,166,592 

1 35,900 

Ohio  Bell  Tel  Co 

100.0 

695,771 

104,000 

Michigan  Bell  To  1 Co 

100.0 

643, 1 28 

34,700 

Indiana  Bel  1 Tel  Co  i nc 

100.0 

297,828 

8,600 

Wisconsin  Tel  Co 

100.0 

315,040 

22,700 

Illinois  Bell  To  1 Co 

99.3 

1 ,160,935 

46,600 

Northwestern  Boll  Tel  Co 

100.0 

724,048 

50,900 

Southwestern  Bell  Tel  Co 

100.0 

2, 140,624 

88,000 

Mountain  States' Tel  & Tel  Co 

86.7 

768,77! 

23,000 

Pacific  Northwest  Bell  Tel  Co 

89.  I 

433,359 

2 1 , 900 

Bell  Tel  Co  of  Nevada 

X X 

TOTAL 

$16,751,271 

$1,051,775 

Subsidiaries  Not  Consolidated: 

Bell  Telephone  Laboratories, 

Inc  *** 

50.0 

$ 40,000 

Western  Electric  Co,  Inc 

99.8 

1 ,491,218 

— 

195  Broadway  Corp 

100.0 

29,051 

3 

2,675 

Other**** 

54,649 

2,423 

TOTAL 

$ 1,614,918 

$ 

5,098 

Other  Companies 

Sout  icrn  New  England  Tel  Co 

18.3 

$ 41,587 

$ 

17,600 

Cincinnati  & Suburban  Bell  Tel 

Co 

28,4 

24,346 

2,100 

Bel  1 Tel  of  Canada 

2.5 

18,855 

TOTAL 

S 84,788 

$ 

19,700 

* Thousands  of  dollars 

**  Whol ly  owned  subsidiary  of 

Pac i f i c Tel 

& Tel 

Co  (Equity  ! 

$76,801 ,000; 

Advances  $1,100,000) 

*"*  Remainder  owned  by  Western  Electric  Company 
****lncludcs  investments  of  principal  telephone  subsidiaries 


Source:  A.T.&T.,  Annue  I Report,  1965,  p.  27. 
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jt'.  Mibu i d i or i in  much  the  came  in  all  such  holding  companies. 

I In  I r i ' f <■  ’ j , ■ Mid  n I 

Wliili  l h<-  i ; < 1 I './ctrii,  sotves  tno  larger  cities,  for  the  rr.csf  oarc  tr,o  independent 
companies  provide  local  services  in  the  smaller  urban  and  rural  communities.  At  the 
end  of  196 5,  the  independents  operated  15.2  million  telephones,  or  17  percent  of  the 
United  States  total.  (Table  2)  They  covered  one-half  of  the  nation's  geographic 
area,  operating  in  /9  of  tno  50  states  (excluding  Delaware).  While  they  serve  twice 
as  many  communities  ns  do.-s  the  Boll  System,  the  total  size  of  the  territory  they 
servo  approximates  that  served  by  the  bell  System.  States  '.hat  have  the  greatest 
number  of  independent  ‘'rations  are  California  (nearly  2 million),  Ohio  (over  I million) 
Fennsy I van i a , Illinois,  Indiana,  New  York,  Texas,  and  North  Carolina  (over  500,000 
each ) . 

In  '965  rhv  independents  had  36.8  billion  of  plant  investment  ano  $1.7  billion 
of  rover.',  o.  On  i v i44  of  J he  independents,  hov/ever,  had  more  than  $I.C  million  revenue 
There  arc  about  50  independent  companies  with  common  stock  publicly  held,  but  only 
abo  t a dozen  or  t hc.-i  are  sufficient  in  size  to  interest  large  investors.'* 

As  n result  of  acquisition  and  mergers  among  independents,  the  number  of  r on- 
Gc I ' companies  J cl i nod  from  about  5,000  in  1955  to  about  2,400  in  1965.  The  need 
to  mechanize  to  improve  efficiency  and  provide  '1  he  bettor  service  demanded  by  cus- 
tomers has  Ixon  the  primary  force  behind  the  increasing  concentration.  The  large 
plant  investment  renuir^d  for  conversion  to  dial  systems,  fo;  instance,  was  often  too 
heavy  a financial  burden  lor  the  s II  companies  to  assume.  With  the  :oming  of  more 
sopli i st icatod  communications  facilities,  such  as  electronic  switching,  the  trend  may 
accelerate  in  future  y . 

A by-product  of  these  mergers  has  been  the  formation  of  the  i ndep undent  "system," 
a numbe1"  of  operating  companies,  often  widely  scattered,  controlled  b^  one  holding 
company.  These  "systems"  not  only  have  the  advantage  of  greater  financial  resources, 

* *Clark,  Podge,  & Co.,  Telephone  Utility  Industry,  March  15,  1966,  p.  4. 
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but  also  are  less  reactive  to  adverse  regional  economic  changes.  Dominant  among 
"those  holding  companies  is  General  Telephone  and  Electronics,  which  accounts  for  nearly 
half  of  the  independents'  total  (Table  I)  and  also  engages  in  extensive  manufacturing 
activities.  Other  systems,  all  cons  i derab  I y sma  I I er  than  General  Telephone,  induce 
United  Utilities,  Western  Power  and  Gas,  Continental  Independent  Telephone,  and  Mid- 
Continent  Telephone.  Among  the  larger  individual  operating  companies  are  Rochester 
Telephone,  Hawaiian  Telephone,  Carolina  Telephone  and  Telegraph,  and  Intermountain 
Telephone. 

III.  MARKET  CHARACTERISTICS:  SUPPLY  CONDI T I OMS 


The  demand  and  supply  characteristics  of  the  telephone  industry  explain  why  it 
has  become  a public  utility  and  the  regulatory  problems  connected  with  establishing 
"just  and  reasonable"  rates. 

A "Natural"  Monopoly 

For  two  reasons  the  telephone  industry  is  basically  a natural  monopoly — an 
industry  in  which  it  is  most  efficient  for  one  supplier  to  produce  the  total  market 
supply.  First,  the  greater  the  number  of  subscribers  connected  through  the  switch- 
board of  one  company,  the  more  valuable  is  the  service  to  any  one  of  the  subscribers. 
That  is,  telephone  service  is  best  when  all  subscribers  are  connected  to  a single 
switching  system. 

Second,  the  telephone  industry  is  potentially  an  increasing  cost  industry,  i.e., 
an  increase  in  the  number  of  subscribers  involves  greater  fixed  and  opera fing  expenses 
per  subscriber  and,  therefore,  higher  costs  per  unit  of  service.  Increasing  costs 
m3y  be  attributed  to  the  following  factors: 

( I ) As  lelephone  systems  gmow  larger,  they  generally  need  to  furnish  higher  quality 
service.  For  example,  the  demands  of  subscribers  in  metropolitan  areas  are  much  more 
complicated  than  those  in  rural  communities.-  An  urban  exchange  generally  contains  a 
great  desl  more  expensive  equipment  than  smaller  communities. 
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(2)  For  each  now  line  added  +o  the  system,  each  of  the  lines  already  connected  must  be 
connected  to  the  now  line.  Thus,  new  telephone  installation  augments  the  complexity 
of  switchboards  and  the  number  of  exchanges. 

(3)  Ma i nlenancc  expenses  increase  with  additional  subscribers;  in  general,  maintenance 
expenses  average  h.gher  in  larger  citio,.  than  in  smaller  communities. 

Long-Run  Decreasing  Costs.  Over  a long  period  of  time,  increasing  cost  tendencies 

have  boon  offsei  by  i echno I oq i ca I improvements  which  have  made  the  corrmun i c ;t  ions 

I 2 

network  more  efficient  and  hence  have  reduced  unit  costs.  These  cos'* -savin.} 
improvements  have  originated  out  of  the  laboratories  of  bofh  the  Dell  System  and  i nde- 
pendeni'S.  Among  the  improvements  in  the*  last  deccide  and  a half  which  have  contributed 
to  decreasing  costs  are  the  following: 

I.  The  replacement  of  the  traditional  wire  and  cable  for  vo’ee  end  written 
communications  with  coaxial  cable  facilities.  When  the  first  commercial  coaxial 
cabic  was  installed  in  1926,  it  could  carry  480  simultaneous  conversations  which  was 
at  that  time  nothing  short  of  spectacular.  Recent  technological  improvements  in  the 
coaxial  cable,  however,  have  made  it  possible  to  carry  on  as  many  as  32,000  simultaneous 
conversations. 


2.  The  steady  and  long  continued  program  of  replacing  manually  op' .rat*.  I switch- 
hoards  with  dial  equipment  in  local  exchanges,  coupled  with  the  introduction  o*  elec- 
tromechanical switching  equipment  for  long-distance  operations.  Today,  most  domestic 
telephones  are  dial  op ° re  ted  for  'ocol  calls,  while  87  percent  of  Mao  dd.*  1 2 I System  is 
equipped  fer  direct  cisfence  dialing.  More  than  half  of  ail  long-die  ance  calls  are 
dieiea  straight  througn  in  a few  seconds’  time.  In  the  majority  of  c race,  the 
calling  number  is  also  automatically  recorded,  so  that  it  is  unnecessary  for  an  opera- 
tor to  request  it  for  billing  purposes. 


Strictly  speaking  in  the  sense  that  economists  use  the  term,  : decreasing  cost 
industry  is  one  in  which  an  increase  in  the  size  of  plant  produces  tie  economies  cf 
cost.  Economies  arising  from  technological  improvements  over  the  course  of  time  arc 
not  included  in  this  category.  However  Labeled,  these  cost  reducing  factors  arc- 
sign  i f i cant . 


-84-  303 


3.  The  installation  of  new  electronic  switching  (now  in  12  cities,  including 
Detroit)  to  replace  present  electromechanical  switching  facilities.* 1^  Operating 
economies  derived  from  this  important  technological  achievement  are  expected  at  least 
to  match  those  derived  from  the  conversion  to  dial  operations,  Electronic  switching 
systems  will  also  permit  abbreviated  dialing  of  frequently  called  numbers  and  automatic 
transfer  of  coils  to  another  number. 

Research  and  Development.  The  telephone  industry  spends  large  sums  annually  on  research 

and  development  in  order  to  improve  and  expand  communications  service  and  at  the  same 

I 4 

time  hold  down  operating  costs.  It  wasn’t  long  ago  that  the  telephone.1  system  was 
composed  of  thousands  of  local  exchanges  filled  with  women  who  answered  to  Ihc  name, 
"Central."  Tech  of f i do  was  an  entity  to  itself,  connected  to  other  offices  by  a 
few  strands  of  wire  capable  of  transm i tt i no  only  voice  and  telegraph  information.  A 
long-distance  call  had  to  be  relayed  from  office  to  office,  often  requiring  a half 
hour  or  more  for  completion.  Today,  the  system  is  a complex  mass  of  wires,  circuits, 
and  cables,  best  described  as  a continent-wide  computer.  Highly  efficient,  if  is 
capable  of  transmitting  information  -not  only  in  the  form  of  voice,  but'  also  in  the 
form  vpf  data  and  p i cturc--c i ther  alternatively  or  simultaneously. 


^Electronic  switching  was  first  installed  on  a regular  basis  in  1965,  after  both 
the  A.T.&T.  and  Ihc  independent  segment  of  the  industry  tested  experimental  installa- 
tions. Th  } complete  chanqoover  to  F.S.5.  may  require  about  S2I  billion  of  new  invest- 
ment on  the  pari  of  A.T.&T.  alone  and  take  about  35  years. 

^ The  research  and  development  data  provided  by  McGraw-Hil I is  nc  I released  for 
the  telephone  industry  because  it  would  oe  revealing  confidential  infermation  abour 

1 ho  American  Telephone  and  Telegraph,  which  represents  about  95  percor f of  the  indus- 
try 1 o'  a I . Accord i ng  to  Char  I es  F . Phillips,  J r . ; the  Econom i cs  of  R«  gu lotion 
(Richard  0.  Irwin,  Inc.:  Homewood,  III.,  1965),  p.  671,  the  Bell  labf  have  an  annual 
budget  of  approximately  5350  million.  Of  this  camount,  $80  million  cof  os  from  the  A.T.&T. 
(45  percent  from  the  license  contract  payments,  and  55  percent  from  the  Long  Distance 
Department),  $80  million  from  Western  Electric,  and  the  remaining  $190  million  from  the 
government  for  military  research  and  development.  The  $350  million  spent  by  the  Bell 
Labs  compares  with  $120  million  spent  by  the  steel  industry  in  1965,  590  million  by  the 
non-ferrous  metals,  $242  Py  the  drug  and  medicine  industry,  and  $360  pillion  by  the 
petroleum  refining  industry. 


In  days  post,  only  wires  were  used  lor  telephone  comrnun i cot  ion . Today,  transcon- 
tinental microwave  radio  systems  are  be  inn  used  as  an  alternate  means  of  providing 
circuits  for  I onq-d i stance  Telephone  Transmission.  Such  circuits  have  1 he  rapacify 
to  handle  6,000  telephone  conversations  simultaneously  or  six  television  programs. 
Moreover,  they  can  Transmit  The  voice  farther,  faster,  and  clearer  than  over  the  wire. 

In  the  nc nr  future,  laser  light  beams  appear  to  have  important  possibilities  for 
carrying  telephone  col  Is,  data,  and  pictures  in  great  quant i t ies~-perhaps  ton  thousand 
times  more  than  can  bo  handled  over  coaxial  cable  or  microwave  sysiems  today.  More- 
over, they  are  believed  capable  of  transmitting  the  voice  clearer  and  farther  than  by 
any  previous  method. 

The  bulk  of  the  research  in  the  to  I on hone  industry  is  carried  on  by  Beil  Telephone 

Laboratories  of  the  A.T.&T.  and  the  General  Telephone  Electronics  Laboratories  of 
I 0 

G.T.&l.  The  Bell  Lab  is  responsible  for  thu  discovery  of  the  transistor  and  development 
of  Tclstar.  The  G.T.F.  Laboratories  has  done  major  work  in  laser  technology.  Over  the 
years,  the  smaller,  independent  companies  have  also  initiated  many  important  technolo- 
gical developments.  The  first  practical  dialing  system,  the  headset,  selection  ringing, 
automatic  toll  ticketing  and  direct  operator  dialing  for  long-distance  calls  were  all 
introduced  by  independents.  In  1962,  a subsidiary  of  Continental  Telephone,  one  of 
the  small  independent  operating  companies,  opened  the  first  electronic  exchange  on  a 
commercial  basis. 

Because  the  telephone  industry  has  a very  fast  moving  technology  ir  communications, 
obsolescense  is  an  importart  structural  problem  of  the  industry.  Rapid  obsolescence  of 
equipment  constitutes  a larqc  element  of  cost  of  new  service.  For  exam  Ic,  in  1965, 
provision  for  depreciation  by  the  Bell  System  amounted  to  14.7  of  gross  revenue, 
representing  5.1  percent  of  average  investment  in  depreciable  plant. 

I 5 

Laser  stands  for  Linnt  Amplification  by  Stimulated  Emission  of  Rdiation.  Because 
of  the  anility  of  laser  devices  to  produce  extremely  iarrow  and  concentrated  light 
beams,  its  waves  can  bo  controlled  in  the  ^ame  way  radar  waves  arc  regulated,  and 
these  are  capable  of  transmitting  long-distance  signals. 

'^Standard  and  Poor,  Telephone  Industry  Survey,  April  28,  1966,  pp.  T-10  and  T- 1 I . 
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Largo,  Fixed  Investment.  The  telephone  industry  requires  large  capital  investment  in 


the  ^orm  of  physical  plant  and  expens t ve, durab I e equipment.  Total  investmenl  of  the 
A.T.&T.  in  1965  stood  at  more  than  $33.5  billion — larger  than  any  other  company  in  the 
world.  In  addition,  it  was  adding  an  additional  $3.9  billion  into  now  plant  and  equip- 

ment (approximately  II. I percent  of  its  gross  plant),  a sum  almost  as  much  as  the 
Federal  Government  spent  that  year  on  all  ifs  foreign  aid  programs.  One  result  of  the 
large  cap i ta  I requ i rement  has  been  a low  annual  rate  of  capital  turnover  (the  rate  of 
annual  revenues  to  total  investment)  compared  with  other  industries  (Table  4).  |n  |965, 
the  magnitude  of  the  Bell  System's  fixed  costs  amounted  to  approximately  59  percent 
of  total  revenue,  as  opposed  to  about  21  percent  for  manufacturing  and  about  46  percent 
for  electric  utilities.'*' 

The  financial  problem  of  the  telephone  industry  is  one  of  raising  large  amounts 
of  money  for  fixed  capital  rather  than  freouent  amounts  of  working  capital.  Financing 
has  been  secured  from  sale  of  stocks  and  bonds  and  from  earnings.  Larger  < nounts  of 
stocks  have  been  sold  to  the  public  by  the  A.T.&T.  than  by  any  other  company.  During 

the  postwar  period,  the  Bell  System  accounted  for  10  percent  of  all  monies  ra i sed  by 

1 8 

United  States  corpora t ions , in  terms  of  sales  of  stocks  and  bonds. 

IV.  DEMAND  CONDITIONS 

Diversity  of  Demand.  One  important  demand  characterist ic  of  the  telephone  industry  is 
that  consumers  demand  instantaneous  and  un i nterrupted  service,  but  at  the  same  time 
their  demands  for  service  differ  considerably  throughout  the  day.  (Figure  I)  The 
demand  for  service  during  th  : hours  9 a.m.  to  6 p.m.  is  more  than  double  that  for  the 
hours  7 p.m.  to  12  a. m.  On  the  other  hand,  during  the  midnight  hours  f r.m.  to  6 a.m., 
demand  for  service  is  comoarat i vet y negligible. 


*^The  New  York  limes.  May  28,  1966,  p.  24. 

I 8 

Standard  and  Poor,  Telephone  Industry  Survey,  April  28,  1966,  p.  T -13. 
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TABLE 


INVESTMENT  IN  FIXED  PLANT  REQUIRED  TO  PRODUCE 
SALES  PER  YEAR,  VARIOUS  INDUSTRIES, 


$1.00  OF  NET 
940 


Utility  I ndustr i es 


» 


Other 


Class  1 railroads 

$6.  1 3 

E 1 ectr i c 

5.80 

Manufactured  gas 

4.63 

Urban  transportation 

4.57 

Natural  gas 

4.31 

Mixed  gas 

4 . 08 

Bell  Telephone  system 

4.06 

Tel egraph 

3.38 

Greyhound  bus 

1 .40 

Air  1 i nes 

.87 

1 ndustr ios 

Antnracitc  and  bituminous  coal 

2.70 

Petro 1 eum 

2.50 

Non-forrous  metals 

1 .90 

Ra  i 1 way  cqu i pmenl 

1 .;>e 

Iron  and  steel  products 

1 .66 

Chemical  manufacf ur i ng 

1.15 

Tires  and  rubber  goods 

. '2 

Electrical  equipment 

.49 

Farm  implements 

.45 

Automobiles  and  parts 

.37 

Aircraft  parts 

.35 

Retail  stores 

.32 

Meat  packing 

.25 

Source:  Ernest  R.  Ab  oms,  ‘‘The  Product  of  the  C 5 1 lor  in  Various  T /pes  of 
Bus  i ness,"  35^  Pub  I i c Jt  i I i ty  Fortn ightl  y,  June  21,  1945,  p . 795. 
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Hours  of  the  Day 


Fig.  I.  DAILY  LOAD  CURVE  OF  A TELEPHONE  UTILITY 
Distribution  of  Calls  During  Day 

In  contrast  to  the  sale  of  a commodity  that  can  be  produced  and  stored  before  it  is 
distributed  and  consumed,  the  telephone  industry  sells  a service  which  must  be  consumed 
as  it  is  produced.  Because  of  the  nonstorabi I i ty  as  well  as  monopoly  of  supply,  the 
telephone  industry  must  have  adequate  plant  to  satisfy  the  instant  and  continuous 
demand  of  customers  during  peak  periods  of  the  day. 

Wide  fluctuations  of  demand  during  the  day  influences  the  structure  of  the  indus- 
try in  two  important  ways:  (I)  it  creates  the  problem  of  large,  unused  capacity  except 

for  periods  of  peak  demiand  and  (2)  it  aggravates  the  reed  for  large  fix<d  capital 
investment,  since  capital  equipment  must  be  sufficient  to  meet  peak  lord  needs.  The 

need  to  utilize  plant  as  fully  as  possible,  and  thereby  reduce  overhead  costs  makes 

I 9 

price  discrimination  highly  attractive  to  the  telephone  industry. 

19 

Tnis  will  be  discussed  more  fully  in  Part  III,  under  Structure  o-  Rates. 
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L'  lactic  i ty  of  Demand . For  most  people,  the  telephone  is  considered  a necessity.  Even 


ii  roles  shuuiu  go  up  or  it  a business  recession  occurs,  telephone  customers  are  likely 
to  cut  expenditures  on  other  goods  and  services  before  reducing  their  outlays  for 
telephone  services^  Consequently,  demand  for  basic  telephone  service  is  relatively 
inelastic  both  with  rospe-ct  to  changes  in  telephone  rates  and  personal  income. 

Studies  have  been  mode  of  the  income  sensitivity  of  the  telephone  industry  to 
dollar  sales  as  compared  with- other  utilities  and  industries.  (Figures  2 and  3) 

Figure  2 shows  that  v/ith  the-  exception  of  the  electric  and  gas  utilities,  the  telephone 
industry  is  less  adversely  affected  by  changes  in  income  than  all  other  industries. 

This  is  true  for  both  res  i denti-al  and  business  usage  of  the  telephone;  demand  for  ser- 
vice by  both  buyers  and  usqrs  is  only  moderately  affected  by  fluctuations  in  general 
business  activity.  Residential  subscribers,  who  hold  approximately  70  percent  of  the 
telephones  in  service,  have  become  too  accustomed  to  the  telephone  to  consider  the 
service  a luxury.  Commercial  and  industrial  usage  of  the  telephone  also  does  not 
decline  appreciably  unless  curtailment  in  business  becomes  severe.  During  the  mild 
postwar  recessions  in  1948-49,  1953-54,  1957-58,  and  1960-61,  the  telephone  industry 
showed  itself  relatively  immune  to  cyclical  declines  in  business  activity.  The 
growth  trend  in  revenue  and  net  income  continued  to  mount  during  each  of  these  recession 
periods. 

Nevertheless,  Figure  3 shows  that  demand  for  long  distance  service  is  more  sensi- 
tive fo  income  and  price  change  than  is  demand  for  local  service.  The  lorg  distance 
service  shows  considerable  variations  in  revenue  over  the  business  cycle,  while  local 
service  sa.es  arc-  comparat i vu I y sfable.  Long  distance  revenues  also  show  qreater 
sensitivity  to  rate  changes  "han  local  revenues.  For  example,  there  have  been  three 
major  rate  reductions  in  long  distance  calls  since  1959,  and  in  each  case  the  volume 
of  long  distance  rates  increased  markedly  following  the  reduction  of  rates.  In  fact, 
the  Si  00  million  long  distance  rate  reduction  in  1965  was  followed  by  a 12  percent 
increase  in  long  distance  messages  over  1964.  On  the  other  hand,  local  service  rates 
have  climbed  steadily  upward  in  recent  years,  but  because  of  an  inelastic  demand  for 


areas 


such  service,  local  revenues  have  not  declined  significantly. 

Demand  Growth.  The  telephone  industry  has  been  one  of  the  outstanding  growth 
of  thg  American  economy.  In  the  1954-64  decade,  this  growth  was  considerably  more 
rapid  than  that  of  the  economy  as  a whole,  as  shown  in  Table, 5 below: 


TABLE  5 

COMPOUND  ANNUAL  GROWTH  RATES,  1954-1964. 

Category  Percentage  Growth 


Economy  as  a whole 

Popu I at  ion  1.7 

Gross  National  Product 

(Constant  Dollars)  3.6 

FRB  Index  of  Industrial  Production  4.4 

Corporate  Earnings  6.2 

Telephone  Industry 

Operating  Revenues  8.3 

Plant  Investment  9.2 

Number  of  Telephones  5.3 

Daily  Conversations  5.5 

Net  I ncome  11.9 


Source:  Clark,  Dodge  & Co.,  Industry  Review  Service,  March  15,  1966,  p.  2. 


The  underlying  factor  for  this  rapid  growth  has  been  an  expanding  population, 
the  growing  propensity  of  individuals  to  communicate  with  each  other,  the  geographical 
dispersion  of  United  States  Industry,  the  increasing  mobility  of  people,  and  the  great 
emphasis  on  research  and  development  by  the  telephone  industry.  The  expanding  afflu- 
ence of  society  has  also  contributed  to  the  growth  of  industry  in  recent  years.  For 
example,  the  rise  in  personal  income  has  resulted  in  the  number  of  residential  exten- 
sion phenes  more  than  tripling  to  15  million  during  the  twelve-year  period  1953-1965. 

^Growth  in  demand  frr  telephone  service  may  also  be  a contributing  factor. 
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Althouqh  growth  of  the  Bell  System  has  been  short  of  spectacular  in  the  past 
21 

two  decades,  the  i nriependent  telephone  companies,  on  the  whole,  have  fared  rela- 
tively better  than  the  Bell  companies,  as  shown  in  Table  6.  In  nart,  this  reflects 
the  fact  that  the  independent  companies  operate  largely  in  suburban  and  rural  areas, 
which  have  experienced  a higher  rate  of  growth  than  the  urban  areas,  where  the 
Bell  System  is  dominant.  It  is  also  indicative  of  the  fact  that  most  of  the  indepen- 
denis  have  lagged  behind  the  Bell  System  in  providing  the  most  modern  equipment  and 
techniques.  During  the  "catching  up  process,"  independent  growth  has  been  and  probably 
will  remain  faster  than  that  of  the  Bell  System. 


TABLE  6 

COMPARATIVE  ANNUAL  COMPOUND  GROWTH  RATES  OF  THE  INDEPENDENTS 


AMD  THE  BELL 

SYSTEM,  1954- 

64  AMD  1959-64 

Compound  Annual  Growth 

Rates 

Be 

1 1 System 

1 ndependents 

Category 

1954-64 

1959-64 

1954-64 

1959-64 

Number  of  telephones 

5.2? 

4 . 5? 

6.0? 

5.8? 

Average  daily  conversations 

5.1  • 

- • 4.7 

7 1 

6.5 

Plant  investment 

8.7 

7.9 

1 3.  1 

11.7 

Oporat i nq  revenue 

8.0 

6.9 

1 1 .0 

10.6 

Met  1 ncome 

11.7 

8.3 

13.  1 

13.3 

Source:  Clark,  Dodge  & Co.,  I ndustry  Review  Service,  March  15,  1966. 


The  "e I enhone  i ndustry  has  reached  a relatively  high  saturation  of  telephones 
in  this  country.  In  1965,  there 'were  about  50  telephones  per  100  oonularion  in  the 
nation.  As  recently  as  1957,  this  figure  was  37  per  100.  Industry  fore  ;ast  to  1970 

21 

Bell  System  telephones  increased  nearly  3 1/2  times,  and  I ong-d i s fance 
conversations  more  than  4 M2  times  during  the  period  1955-65. 
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indicate*  the  proportion  rising  to  nearly  60  per  100,  reaching  120  million  phones  in 
service.  By  the  year  2,000,  it  is  anticipated  there  will  be  more  telephones  than 
people. 

The  Bell  System  has  been  approaching  a saturation  rate  faster  than  the  telephone 
industry  as  a whole.  It  is  now  serving  85  percent  of  all  households  in  the  area 
where  it  operates  as  compared  with  50  percent  for  the  industry  as  a whole.  This 
means  that  in  the  near  future,  the  A.T.  & T's  basic  market — "the  telephone  business" — 
will  be  completely  saturated.  The  executives  of  the  A.  T.  & T.  have  been  aware  of 
the  problem  since  the  middle  1950's  and  have  attempted  to  offset  the  potential  slow- 
down in  growth  by  expanding  the  telephone  industry  horizontally  instead  of  vertically. 

As  one  A.T.  & T official  expresses  it,  "this  means  sel.ling  the  U.S.  corporations  the 

22 

idea  that  the  telephone  system  can  be  used  for  far  more  than  just  telephone  calls. 

Today  the  Bell  telephone  system  no  longer  provides  only  the  simple  service  of 
voice  communication  between  two  telephone  instruments  that  characterized  its  opera- 
tions  in  the  past.  Instead,  it  now  provides  such  diverse  telephone  services  as 
computer  data;,  fasc  im  i I e-photograph  transmission,  and  television  signals,  in  order 
to  meet  the  growing  need  for  fast,  rel iablo  ,converiient  and  accurate  transmission  of 
all  forms  of  .communication.  The  fastest  area  of  growth  haS  been  the  field  of  data 
communications..  For  example,  some  45,000  bus i ness'  data  processing  machines  were 
connected  by  'phone  lines  in  1965,  compared' with  15,000  in  1964.  By  1970,  the  volume 
of  data  transmissions — "machine  talk"  is  expected  to  eoual  or  exceed  tnaJ  of  "people 
talk."  It  is  the  expansion  of  the  Bell  System  into  the  data  processing  appl ications 
which  has  brought  them  into  direct  competition  with  many  of  the  communications  carriers, 
notably  Western  Union. 

^Wal  I Street  Journal,  Dec.  16,  1965,  p . * II.  _ 

■Tor.  examp le,  the  A.  T.  & T.  may  provide  a business  with  wide  area  telephone 
service  (WATS)  which  would  permit  the  firm  to  make  an  unlimited  number  of 
long  distance  calls  to  a particular  area  at  a fixed  monthly  charge;  it  may 
provide  a business  with  a microwave  communications  system  (TELEPAK)  for  bulk 
transmission  of  voice  and  written  communication;  it  may  lease  a long  distance 
"tie-line"  between  cities;  or  it  may  provide  teletypewriter  exchanges  service 
(TWX) . 9t, 


! n summary,  ai Though  the  year-To-year  gains  in  te I ephone-l nstrument  additions 
may  be  at  a slower  rate  in  the  future,  additional  stimulation  to  growth  through  new 
services  may  well  permit  the  industry  to  enjoy  as  rewarding  a growth  period  in  the 
next  two  decades  as  in  previous  ones.  Aside  from  the  present  growing  market  tor 
speedy  flow  of  data,  untapped  markets  exist  for  various  new  voice  and  fascimlle 
service,  regular  airline-to-ground  service,  expanded  mobile-unit  use,  and  trans- 
mission of  educational  material  for  classroom  television. 


FIGURE  2 

Income  Sensitivity  For  Sales  of  Various  Industries 
(1929-1960  Average,  Growth  Trend  Removed) 


Electric 

Gas 

Te I ephone 

Services 

Regu I ated 
I ndustries 

13  Consumer 
Goods  Comp . 

A i r I I nes 

All  ! ndustr i es 

Ra  i I roads 


Manufactur- 

ing 


■JA''/y/7777A 


7/777/ 777/7? //y/yT777\ 


T77Z^>/7///y///Z^7  7777Z^ 


mniiMiLumunrffliftzm 


^ ’ZZZZZZ2. \ 


x 


77Z7777FrP7T^ Tfffi  UUfllDipb 

7ZZZ27^J7^mm£/M  iUTUZA 


mr/irmbn  ti.  u.  u imni  zzz  tub 
u — J-  -■  I ' I . . 1 


o 


.2 


.4 


.6 


.8 


1.0 


1.2 


I .4 


Relative  Change  in  Sales  Associated  With  a Given 
Change  in  Disposable  Personal  Income 

Source:  Gerald  W.  Grepper,  "Sensitivity  of  Corporate  Sales  to  Income  Changes," 

26  Journal  of  Marketing,  1962  dd.  475,5 1-.  Reprinted  with  permission- from  The  Journa  I 
of  Marketing,  national  quarterly’  publ ication .of  the  American  Marketing  Association. 
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Income  Sensitivity  for  Sales  of  the  Nontransportation  Utilities 
(1929-1960  Average,  Growth  Trend  Removed) 


Relative  Change  in  Sales  Associated  With  a Given 

Change  in  Disposable  Personal  Income 

Source:  Gerald  W.  Grepper,  "Sensitivity  of  Corporate  Sales  To  Income  Changes," 

26  Journal  of  Marketing,  1962,  pp.  47  and  51.  Reprinted  with  permission  from 
the  Journal  of  Marketing,  national  quarterly  publication  of  the  American  Market- 
ing Association. 
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LESSON  I 


Unit  II 
Ecercise  I 


ADAM  SMITH'S  INVISIBLE  HAND: 
THE  EFFECTS  OF  COMPETITION 
ON  RESOURCE  ALLOCATION 


This  is  an  exercise  to  test  Adam  Smith 1 s claim  that  resources  are 
allocated  to  satisfy  consumer  wants  if  competitive  markets  are  permitted 
to  operate  free  of  government  interference. 

We  will  test  this  claim  by  studying  the  effects  of  changing  tastes 
and  production  techniques  on  two  competing  markets--cotton  textile  manufacture 
and  linen  weaving  at  the  end  of  the  eighteenth  century,  when  Adam  Smith 
wrote  The  Wealth  of  Nations.  This  was  the  time  of  the  industrial  revolution 
in  England  when  the  use  of  power  driven  spindles  and  looms  to  produce  cotton, 
a new  product  in  that  day,  had  begun  to  revolutionize  people's  tastes  as  well 
as  the  means  of  producing  cloth.  There  were  thousands  of  skilled  weavers  who 
produced  linen  in  their  homes  on  hand  looms.  On  the  other  hand,  hundreds  of 
cotton  textile  factories  were  being  built  to  produce  cotton.  There  was  a lot 
of  competition  within  each  industry,  as  well  as  between  the  two  industries. 

I.  EFFECT  OF  CHANGING  CONSUMER  DEMAND 

At  first,  when  cotton  became  available,  people  were  not  used  to  using  it. 
It  might  even  have  seemed  to  be  an  inferior  good.  But  because  it  was  rruch 
cheaper,  tastes  changed  and  demand  for  cotton  increased  at  the  expense  of  the 
demand  for  linen. 

To  determine  the  effect  on  resource  allocation  of  the  new  cotton  industry, 
trace  the  chain  reactions  of  buyers  and  sellers  in  each  market  to  this  change 
in  demand. 

a.  What  is  the  immediate  reaction  of  the  two  markets  to  the  increase  in 
demand  for  cotton  and  the  decrease  in  the  demand  for  linen?  For  each  of  the 
following  variables,  state  whether  they  increase  or  decrease. 

Variable  In  the  Cotton  Industry  In  the  Linen  Industry 


PRICE  

PROFIT  AND/OR  LOSSES  

AMOUNT  OF  CLOTH  

SUPPLIED  BY  EACH 
BUSINESS  OR  WEAVER 

b.  What  happens  next  in  these  two  industries?  How  would  producers  react 
to  these  changes  in  profits? 


n 


c.  What  will  be  the  long-run  effect  of  this  change  in  demand  on 
resource  allocation?  Compared  to  the  original  value  of  each  of  the 
variables,  what  can  you  predict  about  the  long-run  changes? 

Variable  In  the  Cotton  Industry  In  the  Linen  Industry 

# OF  FIRMS  OR  MASTER 

WEAVERS  IN  THE  INDUSTRY  

PRICE  OF  THE  CLOTH 

PROFIT  RATE  

AMOUNT  OF  INPUTS  USED 


2.  EFFECT  OF  CHANGING  SUPPLY  CONDITIONS 

Assume  that  a new,  even  more  efficient  power  loom  is  invented  for 
use  in  the  cotton  textile  industry. 

a.  What  immediate  effect  will  introducing  this  machinery  have  on  the 
cotton  textile  industry? 

COST  PER  YARD  OF  COTTON  PRODUCED 


PRICE  OF  COTTON 


OUTPUT  PER  DAY  PER  COMPANY 


AMOUNT  OF  COTTON  SOLD 


\ 


b.  What  effect  will  these  changes  have  on  the  linen  industry? 


PRICE 


QUANTITY  SOLD  PER  WEEK  IN  THE 
MARKET 


PROFIT  RATE 

c.  Compared  to  the  conditions  existing  before  the  new  loom  was  intro- 
duced, and  assuming  no  other  conditions  change,  what  is  the  long-run  effect 
of  the  improved  technology? 

Variable  Cotton  Industry  Linen  Industry 

NUMBER  OF  FIRMS  

QUANTITY  OF 
PRODUCT  PRODUCED 
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J.  EFFECT  OF  COMPETITION  ON  RESOURCE  ALLOCATION 


a.  In  these  cases  who  ultimately  determines  what  is  produced? 


b.  'What  factors  determine  how  goods  and  services  will  be  produced? 


c.  To  whom  will  the  output  be  distributed? 


d.  What  would  be  the  effect  on  resource  allocation  and  consumer 
choice  of  government  protection  of  linen  weavers  by  placing 
a tax  on  cotton? 


e . 


What  would  be  the  effect  on  resource  allocation  of  monopoly  in 
the  cotton  industry? 


i 


o 

ERIC 


- 


(DRAFT  COPY FOR  RESTRICTED  USE  ONLY) 


UNIT  II 


nrt»TiTT»i« 
I/Ml  4.11  i.liu 


frame  I 


Market --what  does  that  word  mean  to  you? 

Right  away,  most  people  think  of  a place  where  things  are  bought  and 
sold,  such  as  a supermarket  or  a produce  market  where  truck  farmers 
sell  fruits  and  vegetables. 

If  you  go  to  Europe,  you’ll  still  find  cities  and  towns  with  a market 
square  in  which  farmers,  tradesmen,  and  merchants  set  up  their  stalls 
for  business.  A market  in  this  sense  is  a place  where  suppliers  come 
to  sell  and  customers  come  to  buy. 

But  "market"  is  another  of  those  words  that  fin  economist  has  to  define 
with  care  because  he  wants  to  measure  certain  things  in  connection  with 
it.  For  his  purposes,  a market  is  definitely  NOT  a place. 

Here's  his  definition  of  the  word: 

■ a market  is  the  total  number  of  people  who  buy  and  sell  a 
| particular  good  or  service  in  competition  with  each  other. 


Note  that  a market  is  a collection  of  people  who  do  certain  things. 

Which  of  the  following  is  a market  as  defined 
by  an  economist? 

All  people  who. . . 

(check  one) 

A.  Shop  at  supermarkets 

_ B,  Compete  in  buying  and  selling  a good  or  service 

C.  Manufacture  a particular  good 

D.  Sell  a particular  good  or  service 


B.  All  the  people  who  compete  in  buying  and 
selling  a good  or  service. 


A market  involves  people-buyers  and  seller!'. 
And  as  they  buy  and  sell,  what  are  these 
people  doing? 


Answer:  They  are  competing 


If  you  look  at  the  advertisements  in  the  daily  paper,  there's 
much  doubt  that  sellers  compete. 

For  example,  midweek,  you'll  find  supermarkets  competing;  weekend 
you'll  find  department  stores  competing;  almost  any  time  you'll  fiv.i 
auto  dealers  competing. 

When  dealers  or  stores  are  competing  for  more 
customers,  what  tends  to  happen  to  the  price 
of  the  product? 

(check  one) 

(a)  It  drops 

(b)  It  rises 


(a)  When  sellers  compete,  the  price  tends  to  fall. 


FRAME  A 


Supermarkets,  department  stores,  auto  dealers,  and  most  other  met  vs  a 
who  advertise  regularly  tend  to  compete  by  offering  products  at  a •'harxalu" 
price  (on  the  goods  or  services  advertised,  at  any  rate.) 

There's  no  doubt  that  sellers  compete. 

But  do  buyers  compete? 

They  certainly  do. 

Think  about  what  happens  when  there  is  a shortage  of  some  good  that  every  - 
body  wants.  Suppose,  for  example,  that  there  is  suddenly  a great  sh  rt .age 
of  gasoline. 

w 

(continued  on  the  next  page) 
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FRAME  4 (continued) 


With  a limited  supply,  how  would  competition 
becween  buyers  affect  the  price  of  gasoline? 

(a)  Higher  Prices 

(b)  Lower  Prices 

(c)  No  Change 


(a)  The  price  would  go  up--in  a hurry. 

With  gasoline  hard  to  get,  a boy  might  say,  'There's  this 
girl  and  I've  got  to  take  her  to  the  show  Saturday  night. 
I'll  pay  50.  cents  a gallon." 

A commuter  might  say,  "It's  tough  getting  to  the  train 
station,  so  I have  to  drive  to  work.  Give  me  the  gas, 
and  I'll  pay  5!>  cents  a gallon." 

A fanner  might  say,  "I  use  gas  to  drive  my  electric  power 
generator.  Without  power,  I can't  run  my  milking  machines, 
my  pumps,  and  all  the  rest,  and  I'll  be  ruined  within  a 
week.  I've  got  to  have  gas.  I'll  pay  60  cents  a gallon." 


FRAME  5 


So,  while  seller  competition  brings  price  down,  buyer  .’ompetition,  for  the 
available  goods,  forces  price  up. 

Buyers  and  sellers,  busy  competing  and  thereby  affecting  price,  make  up  a 
market. 


See  if  you  can  define  market  the  way  the  economist  does: 


(in  your  own  words) 

A market  is  the  total  collection  of  competing  buyers  and 
competing  sellers  for  a particular  good  or  service. 


Because  they  are  made  up  o£  people  — competing  buyer:;  ;-p.i  > ompeting  sellers 
markets  tend  to  have  geographic  boundaries,  even  * hough  the*.’  are  no  longe 
specific  places. 

Depending  on  the  location  of  those  who  compete  m buying  and  selling,  we 
classify  markets  as  national . regional , or  .loc£.\ . 


As  an  example  of  a national  market,  lev.  ’«■  r.ake  Hew  ' lobsters, 

these  days  of  rapid  transportation,  you  car.  buy  them  ?*s  rn itauracits  a! 
over  the  country.  There  are  only  a few  competing  set lets --and  they  ar 
located  in  the  East.  But  their  nvi.rkc.-t  is  national  because  buyers  r-1 1 
the  country  compete  for  the  .-Available  supply. 


1 il 
1. 


yve  t 


A hundred  years  ago,  the  market  tor  Hew  England 
lobsters  was: 


(a)  National 

(b)  Regional 


(b)  Regional  i 


A hundred  years  ago,  lobsters  might  have  made  it 
from  How  England  to,  say.  New  York  (shipped  by 
rail),  but  that'.c  about  as  much  tt*  the  country  as  the 
they’d  have  cove  red.  The  competing  buyers  and  the 
competing  sellers  would  all  have  be&u  wu'iiiu  a 
limited  geographic  region. 


FRAME  7 

bbc  iaa3B 

Are  the  foD.wi'VL  national , ryfcioikai,  or  ) ccai.? 

(a)  Dairies  serving  the  northern  half  of  a state. 


(b)  Shoe  repair  shops  serving  cul'1  .m-ctr:;.  living 
within  several  blocks  or  their  locations. 


(c)  California  lumber  companies  cut  ting  and  sawing 
redwood  which  is  sold  all  over  the  United  Stages 


(d)  Laundromats. 


(a)  Regional 

(b)  Local 

(c)  National 

(d)  Local 


FRAME  8 


Economists,  like  other  scientists,  like  to  be  precise  with  their  definitions. 

For  their  purposes,  it  would  be  very  nice  if  we  could  say  that  the  geographic 
boundaries  of  a market  include  absolutely  100  per  cent  of  the  competing  buyers; 
and  the  competing  sellers  of  a good  or  service.  In  real  life,  we  have  to  settle 
for  a little  less  than  that.  We  say: 

Whether  a market  is  national,  regional,  or  local  is  determined 
by  the  size  of  the  area  that  includes  virtually  all  of  the  com- 
peting buyers  and  the  competing  sellers  of  a particular  good  or 
service. 

In  other  words,  the  market  boundaries  describe  ai\  arep  which  includes  most  of 
the  competing  buyers  and  most  of  the  competing  sellers. 

If  all  the  sellers  of  a particular  product  are  in 
one  small  part  of  the  country  and  all  the  buyers 
are  in  every  state  of  the  union,  what  kind  of 
market  would  exist? 

(a)  National 

(b)  Regional 

______  (c)  Regional  or  Local 

(d)  Local 


(a)  National 

The  answer  has  to  be  "national"  because  the 
area  in  which  the  buyers  are  found  is  nation- 
wide--even  though  the  competing  sellers  are 
in  a single  geographic  area. 


FRAME  9 


Remember,  the  total  number  of  both  buyers  and  sellers  in  competition  with 
each  other  make  up  a market. 


(continued  on  the  next  page) 
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Whether  a marker  is  national,  regional,  or  local,  is  determined  by  the 
area  in  which  most  of  the  competing  buyers  and  competing  sellers  of  the 
good  or  service  are  found. 

, \w 

Although  practically  all  the  people  in  the  country 
consume  bread,  which  geographic  area  generally  best 
describes  the  fresh  bread  market? 

(a)  National 

(b)  Regional 

(c)  Regional  or  Local 

(d)  Local 


(c)  Regional  or  Local 

The  bread  market  is  regional  or  local,  depending 
on  che  distribution  area  of  the  bakery.  Even  the 
"chain"  bakeries  bake  and  distribute  bread  within 
a region. 


FRAME  10 


A baker  in  San  Francisco  competes  only  with  bakers  in  the  immediate  area 
he  serves.  His  customers,  (the  competing  buyers)  may  take  their  business 
to  a neighboring  store  if  prices  are  right,  but  they  certainly  are  not 
about  to  travel  to  Chicago  for  their  bakery  goods.  Virtually  all  of  the 
competing,  buyers  and  sellers  are  in  the  same  local  area. 

The  bread  market  ckwnofc  be  a national  market  because  neither  the  sellers 
nor  the  buyers  compote  on  a nation-wide  basis,  even  though  consumers  of 
bread  are  found  throughout  the  country. 

Similarly,  although  women  throughout,  the  country 
patronize  beauty  shops,  the  sale,  of  beauty  shop 

services  represents  a 

market.  (National,  Regions L,  or  Local) 


r~ 


Local 
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FRAME  11 


To  determine  whether  a market  is  national, 
regional,  or  local,  you  must  ask: 

Does  the  area  include  of 

the  buyers  and  sellers 

for  the  good  or  service? 


most/ competing 


FRAME  12 


To  say  it  another  way:  A market  must  include  virtually  all  of  the 

buyers  and  sellers  who  compete  and  thereby  affect  the  price. 

Say  you  have  an  uncle  who  lives  in  California 
but  who  always  goes  to  Detroit  to  buy  his  new 
car.  Does  this  mean  that  the  market  for  auto- 
mobiles is  national? 

______  (a)  Yes 

(b)  No 


(b)  No 

The  market  for  automobiles  is  local--dealers  serve 
very  limited  areas,  and  just  about  everybody  buys 
an  automobile  fairly  close  to  home.  The  local 
market  contains  virtually  all  of  the  buyers  and 
sellers  of  the  good.  The  few  persons  who  go  all 
the  way  to  Detroit  to  pick  up  a new  car  probably  do 
not  affect  the  market  price  at  all. 


FRAME  13 


Now,  consider  these  situations  and  see  if  you  can  decide  whether  the 
market  we're  discussing  is  (1)  national,  (2)  regional  or  local,  (3) 
definitely  local. 

(continued  on  the  next  page) 
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FRAME  13  (continued) 


After  each  item,  write  in  the  market  level  that  you 

think  applies: 

(a)  Cement  can  be  produced  almost  anywhere,  and  it 

is  in  demand  almost  everywhere.  It  is,  however, 
expensive  to  transport.  Therefore,  the  cement 
market  is  . 

(b)  Ball  clubs  all  over  the  United  States  compete  as 

buyers  and  sellers  of  major  league  baseball  players. 
This  market  is  . 

(c)  Vermont  maple  syrup  is  a lumberjack  favorite  in  the 

northwest,  too;  its  sales  represent  a market  that 
is  . 


(a)  Regional  or  local. 

Because  transportation  costs  are  high,  cement  is 
sold  in  the  area  in  which  it  is  produced. 

(b)  National,  (or  even  international) 

Many  clubs,  spread  all  over  the  country,  compete 
against  each  other  to  sign  up  players.  Flayers 
all  over  the  country  compete  for  places  on  the 
me  lor  teams. 

(c)  National. 

v Vermont  syrup  is  produced  in  a single  state,  but 
it  is  ->  sale  in  grocery  stores  across  the  nation. 


FRAME  14 


Again,  what  is  the  question  you  ask  to  determine 
whether  a market  is  national,  regional,  or  local? 

Does  the  area  include  


(in  your  own  words) 

"Does  the  area  include  most  (virtual 
the  competing  buyers  and  sellers  for 
or  service?" 

••  all)  of 
v & good 

O 
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UNIT  II  Program  H 2 

CYBERNETIC  SYSTEMS 

Program  Objectives: 

Given  examples  of  systems  that  are  primarily  non-econom i c , the  student 
will  distinguish  between  those  which  simply  provide  information  and 
those  which  are  cybernetic. 

Name  the  characteristics  of  a cybernetic  system  (i.e.,  standard,  process, 
measurement,  and  feedback  loop).  Synonyms  are  acceptable  for  all  except 
" feedback" . ) 


FRAME  I 


The  word  cybernetics  ( s i qh-ber-NFT- i cks  ) may  be  now  to  you.  It  comes 
from  a Greek  word  meaning  ''helmsman"  and  it  is  the  name  of  an  emerging 
science  which  studies  how  organisms  (especially  people),  devices,  and 
even  organ i zat ions  use  information  to  adjust  their  actions  in  order  to 
attain  a desired  goal. 

As  you  might  expect,  a cybernetic  system  is  a system  which  contains 
the  means  to  steer  or  guide  itself  to  some  specified  goal. 

A simple  example  of  a cybernetic  system  is  the  familiar  home- 
heating system  controlled  by  a thermostat.  The  thermostat  includes  a 
device  to  measure  the  heat  of  the  room.  When  the  room  temperature  falls' 
below  a selected  level,  the  thermostat  turns  on  the  heater.  When  the 
temperature  is  restored  to  the  selected  level,  the  thermostat  again 
takes  over  and  turns  off  the  heater. 

The  desired  goal  in  th . s example  might  be,  "Maintain  temperature 
at  72  degrees."  The  system  includes  not  only  the  heater  but  -the--- 
mechanism  fo  measure  the  temperature  and  control  the  heater  as  necessary 
to  maintain  the  desired  temperature. 

If  your  hand  touches  something  hot,  it  jerks  away. 

Is  this  an  example  of  a cybernetic  system? 

(check  one) 

( a ) Yes 

( b ) No 


(a)  Yes 

This  human  reflex  action  is  an  example  of  a cybernetic 
system  in  action.  Your  sense  of  touch  flashed,  a 
message  to  your  brain  that  the  object  being  touched 
was  hot,  probably  too  hot  to  be  hand  I ed-safe-l  yv  -The 
information  was-promptly  channeled  to  muscles  which 
jerked  your  hand  back  out  of  harm’s  way.  - - ■ — • 


tIDCiUXOl  lo  JUiU'u; 


FRAME  2 

A girl  is  making  a skirt.  She  pins  up  the  hem  and  then  tries  on  the 
garment.  She  decides  that  the  hem  dips  tec  lew  or.  one  side,  so  she 
repins  it. 


, Js  this  an  example  of  a cybernetic  system? 
""Give  a reason  for  your  answer. 

(check  one) 

(a)  Yes 

(b)  No 


(a)  Yes 

This  is  a cybernetic  system.  The  girl  is  using 
information  to  adjust  her  performance  so  that 
she  can  attain  her  goal.  She  pinned  the  hem, 
checked  it,  and,  on  the  basis  of  what  she  saw, 
decided  that  it  needed  correcting. 


ERIC 


FRAME  3 


FRAME  3 (continued  on  the  next  page) 


One  convenient  way  of 
describing  a series  of 
actions  is  to  draw  a 
flow  chart  of  the  kind 
that  computer  programers 
use . 
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FRAME  3 (continued)  - ■ - - 

Uliich  diagram  on  the  previous  page  correctly 
ill us  L i ales  the  process  of  adjusting  the  length 
of  the  hem  as  a cybernetic  system? 

(check  one) 

(A) 

(B) 


Diagram  B shows  a cybernetic  system 


FRAME  4 


A 


6 


Diagram  A simply  shows  the  steps  ndjusting  tho  h.ci:  '■  * Diagram  B, 

on  the  other  hand,  presents  the  ^»ceps  in  the  rorm  of  cybernetic  system--a 
system  which  builds  in  a procedure  for  gathering  information  (about  errors  in 

the  hem)  and  then  using  that  information  to  attain  the  desired  eoal  (a  qkirt 
of^.the,  desired  length)  * jK,rT 


If  this  is  not  clear  to  you,  consider  what  happens  if,  after  repinning  the  hem, 
the  girl  finds  that  the  skirt  is  now  too  short,  Uhen  she  checks  again  she  is 
going  to  find  that  further  adjustment  is  needed.  Diagram  A makes  no  allowance 
for  this.  It  does  not  depict  a cybernetic  system. 


As  you  look  at  the  two  diagrams,  what  is  the  chief 
difference  between  them? 

(Space  provided  for  answer  on  the  next  page) 
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KKAttfc  4 (.continued; 


WRITE  YOUR  ANSWER  HERE: 


Diagram  B includes  the  same  steps  a 9 Diagram  A, 
but  Diagram  B also  shows  a DECISION  STEP  (diamon  - 
shaped).  The  DECISION  STEP  requires  you  riake  a 
judgment  as  to  whether  to  proceed  to  the  next  step 
(sewing  the  hem)  or  to  back  up  and  try  again. 


FRAME  5 


Diagram  B in  the  last  frame  includes 
the  diamond-shaped  "decision  box"  plus 
an  arrow  depicting  a "feedback  loop." 

It  is  feedback  which  distinguishes 
the  cybernetic  system  from  a simple 
description  of  a series  of  steps. 

Without  a feedback  loop,  you  do  not 
have  a cybernetic  system. 

Is  a car's  gas  gauge  an  example  of  a 
cybernetic  system? 

(check  one) 

(a)  Yes 

(b)  No 


\ 

^ feedback  loop 


decision 

box 


♦ 

* 


~/3~ 

3 oh 


(b)  No 


The  gas  gauge  provides  information,  but  it 
docs  nothing  with  the  information.  There 
is  no  feedback  from  the  gauge  the  fuel  sys- 
tem. You  can  run  out  of  gas  and  the  most 
that  the  gauge  will  do  is  register  "zero . M 


FRAME  6 


Here  is  a diagram  of  a cybernetic  system  from  which  the  feedback  loop  has 
been  omitted,  It  shows,  in  simplified  form,  the  process  followed  by  a 
candy-maker , 


Candy  will! 

I : 

! Huat 
| 

be  done  at! 

Ingre- 

200° 

! A 

dients 

Remove 

from 

hoot 


Draw  and  label  the  feedback  loop. 


1 


feedback  loop 


Remove 
from 
tv  a+ 


FRAME  7 

Is  a wrist  watch  an  example  of  a 
cybernetic  system? 

(check  one) 

(a)  Yes 


(b)  No 


1 6 
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(b)  No 


| A wrist  watch  simply  provides  information. 

If  something  is  to  be  done  with  the  infor-  \ 
mation,  other  elements  must  be  added  to  thu 
I system--perhaps  a person  who  will  make  a ( 
! decision  that  something  must  be  done  at  a 
I certain  time. 


FRAME  8 


A watch  or  clock  are  not  examples  of  cybernetic  systems.  They  provide  infor- 
mation, but  they  do  not  react  to  the  information. 

Ltit's  consider  the  flushing  mechanism  on  an  ordinary  toilet  cistern.  When 
the  tank  is  emptied,  water  flows  back  into  it  via  a faucet.  The  faucet  is  con- 
trolled by  a lever  to  which  is  attached  a float.  As  the  water  level  rises  in 
the  tank,  so  does  tne  float  and  so  does  the  position  of  the  lever.  Eventually, 
the  float  rises  the  lever  to  the  point  where  the  faucet  is  turned  off.  The 
water  ceases  to  flow  into  the  tank. 

Is  this  flushing  mechanism  an  example  of  a cybernetic  system? 

(check  one) 

(a)  Yes 

(b)  No 


(a)  Yes 

The  float  "reads*1  the  water  level  arid 
so  long  as  the  level  is  less  than 
desired,  water  continues  to  flow  into 
the  tank.  j 

__J 
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FRAME  9 


Let's  say  that  the  plumber  who  installs  the 
cistern  sets  the  float  so  that  the  laucet 
will  be  closed  when  the  water  in  the  tank  is 
six  inches  deep.  He  hooks  everything  up  and 
turns  on  the  water. 

Sec  if  you  can  complete  the  unlabeled  parts  of 
the  flow  chart  at  right.  In  addition,  complete 
the  arrow  showing  the  feedback  loop 


jtfatcr  level  set 

i at  G inches 


“r 

Ju 


Your  flow  chart  should  look 
like  the  one  shown  here. 

Your  own  words  arc  acceptable, 
provided  the  meanings  are  about 
the  same  as  those  given.  The 
important  part  is  the  feedback 
loop,  linking  the  decision  box 
and  the  proc<2&£.  do  lohg  as 
the  water  is  less  than  six 
inches,  water  continues  to 
flow. 


FRAME  13 


The  feedback  loop--the  "steering"  or  "error-correcting11  portion--is  an 
essential  part  of  any  cybernetic  system.  It  has  been  present  in  each 
example  we  have  considered. 

Three  other  elements  have  also  been  present  in  each  example: 

A STANDARD:  The  goal  to  be  attained  by  the  cybernetic  system., 

whnr  the’qoal  is  stated  so  that  it  can  b*  measured. 
A PpOCF.S$:  The  means  by  which  expect  to  attain  the  qoal  . 

MEASUREMENT:  The  device  or  means  by  which  we  check  our  proqress 
toward  that  aoal. 


FRAME  10  continued  on  the  next  paqe 


FRAME  10 


Continued 


Here,  again, is_.the  can rty.taa king  example. 

Circle  and  label:  (1)  The  Standard; 

(2)  The  Process;  (3)  The  Measurement. 
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STANDARD  PROCESS  MEASUREMENT 


FRAME  11 

• /Tru'  or  fal  rv  ? 

In  p cvt>  rn.t i c syst  m,  w compare  what  exists  (the  result  of 
what  h-s  happened  during  the  Process)  with  what  we  want  (the 
Standard).  If  th  v nr;  not  th<*  sane,  w<-  qo  b^ck  to  the  Process 
and  make  what  v r further  chonnes  arc  needed. 

(a)  True 

(b)  False 


(n)  True 


FRAME  |l  2 


True  or  false? 

A Standard  must  be  expressed  in  a form  which  allows 
us  to  detect  whether  it  has'  been  attained. 

(a)  i True 

(b)  False 


(a)  True'. 


i 

I FRAME  13 


Is  the  following  acceptable  as-a  Standard  i-n  a cybernetic 
system? 

5 percent  increase  in  gas  mileage 

(a)  acceptable 

Cb)’  Not  acceptable  i 

Explain  your  answer: 


' (a)  Acceptable.  In  a cybernetic  system  for  getting 
increased  mileage  from  gasoline  used,  the  system 
tests  to  see  if  performance  has  improved  by  5 
.percent.  If  it  hasn't,  appropriate  action  is 
taken . 


FRAME  14 


Is  the  following  acceptable  as  a Standard  in  a fcybernetic 
system  created  by  a school  board?  Better  schools 

(a)  Acceptable 

(b)  Nor  acceptable 

20 


FRAME  I 4 - (continued) 


i 

(b)  Not  acceptable. 


FRAME  15 


Whatfs  wrong  with  ’’better  schools”  as  a Standard  in  a cybernetic 
system? 

A Standard  must  bo  expressed  in  a form  which 
a I lows  us  to  detect  whether  it  has  been 
atta i ned . 

Without  more  information,  who’s  to  say  when  a school  is  ’’better” 
than  it  was?  Will  we  accept  that  a school  is  better  if  new  buildings  are 
added?  Is  it  better  if,  say,  a course  in  economics  is  added  to  the 
curriculum?  Is  it  better  if  higher  grading  standards  are  instituted? 

’’Better”  is  nor  specific  enough.  A Standard  has  to  be  measurable. 

Is  the  following  acceptable  as  a Standard  in  a 
cybernetic  system? 

Bigger  portions  for  cafeteria  meals. 

(a)  Acceptable 

(b)  Not  acceptable 


(b)  Not  acceptab lo — wc  hope  you’re  not  surprised 
it’s  much  more  specific  than  the  last  example. 

But  still  there’s  a question:  How  big  is 

’’bigger”?  If  o cybernetic  system  is  set  up  to 
ensure  that  biqqor  helpings  are  served,  will  it 
be  sufficient  if  an  extra  hal flounce  of  potatoes 
is  put  on  each  plate?  You  could  certainly  measure 
thi-s.  But  lacking  a more  specific  standard, 
who  knows  if  this  is  acceptable? 


FRAME  1C 

Summarize  what  has  just  been  said  by  completing  this 
sentence  in  your  own  words. 

An  acceptable  Standard  in  a cybernetic  system  must 


3JC 
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i conT i nuea ; 


Summarize  what  has  just  been  said  by  completing 
this  sentence  in  your  own  words. 

An  acceptable  Standard  in  a cybernetic  system  must 


In  briefest  form,  a Standard  must  be  measurable. 


FRAME  17 


The  feedback  loop  permits  us  to  use  the  most  recent  information 
available  to  adjust  our  actions  so  that  we  can  achieve  our  goals.  But 
before  we  make  use  of  the  feedback  loop  we  must: 

1.  Specify  what  we  hope  to  attain — 

set  our . 

2.  Go  through  a . 

3.  Check  our  progress  by  means  of 


1 . Standard  (goa I ) 

2.  Process 

3.  Measurement 


FRAME  18 


Name  the  four  steps  or  elements  of  a cybernetic  system. 
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b tnndord , Proc ess  , r*''  -as  urernent , f eedback  loop  . 


r PA*/!.  I 9 


is  it  possible  to  have  a cybernetic  system  which  does 
not  include  all  lour  of  the  slops  or  elements? 


Yes 
( h ) No . 

f.  x \ > I a i n 


( I) ) No . 

A c y aerruil  i c system  must,  as  a minimum,  have  j I I 
four  of  those  elements  before  it  cart  be  "solf- 
sto'  ring."  It  must  include  everything  necessary 
for  detecting  what  j«,  happening  and  deciding 
whether  th»*  dos  i n d e'andard  is  being  reached 
or  rna  i n ta  i nod. 
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I n tht.  above  f low  t nnrt  ; 

(a)  Which  elements  of  a cybernetic  system  are  present? 


(b)  Does  this  represent  a cybernetic  system? 

Yes /Mo 
(pick  no*'  > 


(a)  All  four  of  the  elements  are  present; 

(I)  standard,  (2)  process,  (3)  measure- 
men  1 , (A)  f oodback  I oop s » 

(b)  Yes,  this  is  a cybernetic  system. 

I 
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CYBERNETIC  SYSTEMS 


Concludina  Remarks 

m L.  - . — . — 


The  last  example  was  alittle  mon*  complicated  than  previous  ones  in 
that  It  had  two  feedback  loops.  In  th-  view  of  some  writers,  it  is  more 
truly  a cybernetic  system  since  it  shovs  a continuing  action  which  is  an 
essential  part  of  the  overall  process  (In  other  words,  if  the  feedback 
stops,  the  whole  process  of  steering  ihe  car  is  apt  to  come  to  a sudden 
crunching  halt.)  Our  earlier  examplts,  by  contras*,  included  the  elements 
of  a cybernetic  system  but  the  processes  described  might  be  termed  inter- 
mittent; when  the  candy  mixture  reaches  the  des i red  temperature,  for 
example,  the  process  comes  to  an  end  ad  wiM  not  si  art  up  again  until 
you  decide  to  make  candy  again.  On  thi  other  hand,  the  house  thermostat 
is  an  example  of  a system  that  operates  as  long  as  the  heater  is  turned 
on.  The  thermostat  is  ar  op*r"Tinc  rr,»  clinical  o*'vito  which  monitors  itsolf 
constantly  to  control  the  furrace  end  room  temperature. 

Wo  do  fjiot  need  to  get  -ought  uf  in  the  subtleties  cf  these  matters  at 
this  point.  Our  purpose  has  been  to  introduce  you  to  the  thought  that  in 

a system  of  this  typo,  the  parts  arc  i n torconneoted  to  conmunicate  and  to 

control  the  overall  process.  As  you  will  see  shortly,  our  economy  can  be 

thought  cf  as  a giant  cybernetic  svjt er.  and  inlividual  markets  can  be 

thought  of  as  cybemrM~  systems  c > well.  Just*  as  a thermostat  can  be 
thought  of  as  a cybernetic  system  fo  regulate  room  temperature,  a market 
can  be  Thought  of  as  a cybernetic  system  to  regulate  the  pr;ce  and  quantity 
produced  of  a good. 

Pluase  turn  to  the  criterion  test. 


If  y du  wish  to  know  more  abcut  cybernetics,  try: 

G.  T.  Ou Mbaud,  What  s Cybernetics?  Criterion  books, 
New  York,  1959. 

Beer,  Stafford,  Cybf  rn3t i cs  and  Management . 
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UNIT  II 

Lesson  No.  1 ANSWERS  TO  CRITERION  TEST 


1 


2. 


(/•)  , (b)  . (f  ) ( f ) , (q) 

1.  .standard 

2.  process 

3.  moasuromc!*® 

4.  feedback 
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UNIT  II 


LESSON  2 


PROGRAM 

MODELS 


This  program  briefly  reviews  two  major  points  covered  in  the 
motion  picture  and  class  discussion  about  models  and  then  describes 
in  greater  detail  a further  way  in  which  economists  use  models. 


When  you  are  through,  you  should  be  able  to: 

1.  List  three  characteristics  that  all  models  have; 

2.  Recognize  the  kinds  of  assumptions  made  in 
constructing  the  idealized  models  used  in 
economics ; 

3.  Describe  how  an  idealized  model  is  used. 


-A* 


FRAME  1 


Let's  begin  by  picking  up  two  points  already  discussed: 

(1)  The  two  purposes  for  whicii  models  are  used, 

(2)  The  six  steps  involved  in  making  a simple 
model . 

(check  one) 


(a) 

No  problem.  I remember  them. 

Frame 

2 

-(b) 

Ifd  like  a fast  review. 

F rame 

4 

FRAME  2 

Fine,  Here's  a question: 

What  are  the  two  purposes  £or  which  models  are 
used  ? 

(a)  

(b)  


O 
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FRAME  3 


Here's  another  question: 


TjV» 


♦ -U* 


4 m •"  rt  4 ^ r"»  •«  •«  1 p 

.W|/U  JL  4 4 4U4*^JUU^  14  O 4-4*lf>  4- 1- 


to  Frame  5 


FRAME  4 

You  need  a review. 

The  movie  was  concerned  with  two  uses  of  models.  The 
examples  of  one  usage  included  the  football  play  diagram, 
the  dress  pattern,  and  the  computer  program  for  a space 
shot.  All  of  these  models  said  what  would  happen  in  a 

certain  set  of  circumstances.  They  were  used  to  

(what's  the  word?). 


The  models  were  all  used  to  predict . 

Another  group  of  models  included  a street  map  and  the 
circular  flow  diagram  seen  earlier  in  this  course.  These 

were  used  not  so  much  to  predict  as  to  (what's 

the  word?) . 


The  second  group  of  models  was  used  to  explain. 

The  map  explained  the  relationship  of  one  street  to 
another,  for  instance.  The  circular  flow  diagram  explained 
the  relationship  of  workers  and  indistry. 

Since  some  models  serve  both  purposes,  we  can  say  that 
models  are  used  to  explain  and/or  predict, 

to  Frame  3 


O 
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FRAME  5 


These  are  the  steps.  Check  your  answer: 

(1)  Select  observations  from  the  real  world 

(2)  Construct  model 

(3)  Test  to  see  if  model  explains/predicts  accurately 

(4)  Revise  model  as  necessary 

(5)  Test  again 

(6)  Repeat  steps  (4)  and  (3)  until  model  explains/predicts 
accurately 

Your  own  words  are  acceptable,  but  your  list  should  contain  all 
the  steps  and  have  them  in  the  correct  order. 

{a)  If  your  answer  did  not  meet  these 

standards  Frame  6 

(b)  If  your  answer  was  satisfactory  1?  rame  7 


FRAME  6 

One  way  to  recall  the  stages  in  making  a model  is  to 
think  through  the  stages  of  making  the  dress  pattern.  The 
test  c£  whether  the  pattern  was  a good  model  was  its 
ability  to  predict  that  a dress  would  fit  if  cut  according 
to  the  pattern. 

In  making  the  pattern,  the  girl  used  a "cut  and  fit" 
method.  She  made  the  pattern  and  then  tried  it  against 
her.  When  the  pattern  seemed  right,  she  used  it  to  make 
a dress.  The  dress  didnft  fit  (the  pattern  had  not 
predicted  accurately),  so  she  changed  the  pattern  and 
tried  again.  This  time  the  dress  did  fit.  These  were 
the  stages: 

(1)  Select  observations  Take  measurements 

from  real  world 

(2)  Construct  model  First  attempt  at  pattern 


(3)  Test  to  see  if  model 
predicts  accurately 


Try  pattern  for  size 


(continued) 


FRAME  6 (continued) 

( 4 ) Revise  model 

(5)  Test  again 

(6)  Repeat  (4)  and  (5) 
as  necessary 


When  you  are  sure  you 
from  memory 


Fix  pattern;  make  dress 
Try  on  dress 

Dress  doesn't  fit;  so  amend 
pattern,  cut  material  for 
amended  pattern 

Try  on  new  dress 

It  fits.  Pattern  predicts 
accurately. 

list  the  steps 

Frame  7 


FRAME  7 


We  have  already  said  what  the  uses  of  a model  are.  Using 
that  information,  indicate  with  a check  mark  which  of  the 


following  are 

models? 

•c 

(a) 

A well-behaved  child 

(b) 

A street  map 

(c) 

A girl  who  displays  new  clothes 

(d) 

The  equation  E = MC^ 

(e) 

A traffic  light 

(£) 

A new  home  at  the  entrance  to  a housing  tract 

For  the  correct  answer,  go  to 


Frame  8 


FRAME  8 


The  uses  of  a model  to  which  we  referred  are  that  it 
explains  and/or  predicts. 

With  that  as  a yardstick,  the  following  are  models: 
(b)  A street  map 

o 

(d)  The  equation  E -=  MC 

None  of  the  others  listed  is  a model,  at  least  not  in 
the  way  we  have  been  using  the  word. 


(check  one) 

(a)  If  you  want  to  see  why  the  other 

answers  were  wrong  Frame  ^ 

(b)  If  you  are  ready  to  go  ahead  Frame  10 


Frame  9 

The  remaining  four  examples  were  not  models  in  the  sense 
in  which  we  have  been  using  the  word.  That  is,  none  of  them 
is  used  to  explain  and/or  predict. 

• 

It's  true,  however,  that  three  of  them  are  often  called 
models  in  another  sense  --  they  are  examples  or  samples  of 
a particular  specie^.  However,  that  is  not  what  we  are 
looking  for  here. 

As  we  have  discussed  it  so  far,  the  test  of  a model  is 
whether  it  explains  and/or  predicts. 


to  Frame  10 
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FRAME  10 


We  have  noted  that  one  characteristic  of  a model  is  that  it 
explains  and/or  predicts.  0 l , Lo  put  it  another  way,  one  of  the 
tests  of  whether  something  is  a model  ir  to  ask,  "Does  it  explain 
and/or  predict?"  This  describes  what  a model  does;  it  explains 
and/or  predicts.  But  what  is  the  relation  between  a model  and  the 
thing  the  model  explains  and/or  predicts? 

Models  have  two  more  important  characteristics.  Perhaps  you 
have  remembered  them  from  the  movie? 

Following  are  some  of  the  models  which  were  shown  in  the 
movie.  In  what  ways  are  they  similar? 


- Diagram  of  a football  play 

- Dress  pattern 

- Street  map 

- Circular  flow  diagram 

- Mathematical  formula 


(check  one) 


(a)  Give  me  a hint  to  get  started 


Frame  11 


(b)  I think  I've  got  it 


Frame  13 
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Frame  11 

You  need  a hint.  So  here  nrr  a rrmple  of  q*_*e s t i ons  to 
ask  yourself: 

(1)  Do  any  of  the  models  listed  look  like  the  thing 
they  represent? 

(2)  Do  any  of  the  models  toil  you  anything  aoout  the 
position,  shape,  o/  role  of  one  part  with  respect 
to  another? 

(check  one) 

i 

(a)  I'm  still  stumped  Frame  12  j 


(b)  I think  I've  got  it  Frame  13 


. _ - ...  - J 

■ 

Frame  12  i 

You*re  smart  to  admit  it  if  you*re  stuck. 

Perhaps  you  recall  that  in  the  movie  we  made  quite  .1  ! 

point  of  the  fact  that  in  constructing  a model  we  make  a 
selection  of  observations  from  the  real  world.  We  do  not  ‘ 

take  all  the  information  available.  Instead,  we  use  only  ns  j 

much  as  we  need  to  show  how  one  part  fits  with  another. 

The  word  we  used  to  describe  the  simplication  that  comes 
from  using  only  selected  observations  was  abstraction,  a word 
meaning  "to  draw  from"  or  "separate". 

The  amount  of  information  used  was  sufficient  to  show 
relationships  --  the  position  and  role  of  each  Dlaver  in 
the  football  diagram,  the  relationship  of  worker  and  j 

industry  in  the  circular  flow  diagram,  and  so  on. 

So  these  are  the  qualities  we  hoped  you  would  find  in 
^ the  examples  of  models: 

- They  are  all  abstractions 

1 

- They  all  show  relationships 

Please  go  ahead  to  Frame  15 
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FRAME  13 
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- They  are  abstractions  (that  is,  they  are  simplifications 
of  the  real  thing;  they  are  unlike  the  real-life  objects 
or  concepts  they  portray). 


- They  show  relationships.  (The  football  diagram,  for 
instance,  shows  where  the  players  must  be  in  relation 
to  each  other  if  the  play  is  to  succeed;  the  dress 
pattern  shows  the  relationship  between  the  measure- 
men  t s ) . 


So  now  we  have  three  characteristics  of  a model: 


(1)  It  explains  and/or  predicts 

(2)  It  is  an  abstraction 

(3)  It  shows  relationships 


Try  to  remember  these  three  characteristics.  They  sura 
up  all  we  have  said  so  far  about  models.  When  we  test 
whether  some  object  or  idea  is  a model,  it  has  to  meet 
all  three  of  these  standards. 

Go  to  Frame  14 


FRAME  14 


Without  looking  at  the  last  frame,  write  down  the  three 
characteristics  a model  must  possess. 

(a)  

(b)  

(c)  
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The  three  characteristics  of  a model  are: 


(a) 

It 

explains  and/or  predicts 

(b) 

It 

is  an  abstraction 

(c) 

It 

shows  relat ion ships 

FRAME  15 


The  models  considered  so  far  in  this  course  have  been  fairly 
simple.  The  want-satisf action  chain  and  the  circular  flow  model 
used  in  Unit  I explain  important  economic  relationships  in  diagram 
form.  Their  main  purpose  is  instructional;  they  visualize  the 
relationship  between  important  concepts  to  help  you  remember  them. 

The  cybernetic  system  diagrams  you  worked  with  in  the  last  lesson 
are  also  models.  They  describe  how  a system  performs  its 
function  and  show  the  feedback  mechanism  in  the  system  which 
permits  it  to  correct  itself  automatically. 

In  this  Unit  we  introduce  a new  way  of  using  models  in  economics, 
a way  that  combines  the  uses  of  the  simple  "explain"  and  ’’predict11 
models  for  a new  purpose.  The  models  wO  will  develop  will  enable  us 
to  compare  an  ideal  situation  (the  way  th3  model  works)  with 
conditions  as  they  exist  in  the  real  world. 

We  call  these  models  idealized  models » and  we  will  construct  and 
study  idealized  models  of  two  different  kinds  of  markets:  perfectly 

competitive  markets  and  perfect  monopoly  markets.  The  adjective 
"idealized”  is  used  to  describe  perfect  competition  and  perfect 
monopoly  to  emphasize  that  the  markets  described  by  tne  models  are 
not  real.  One  definition  of  idealized  you  will  find  in  the 
dictionary  is,  "capable  of  existing  as  a mental  concept  only, 
imaginary."  Perfect  competition  and  perfect  monopoly  are  ideal 
because  they  are  imaginary  and  have  exact  characteristics  which 
are  stated  by  the  model  builder. 

An  idealized  model,  like  other  models,  is  an  abstraction  --  a 
simplification  of  reality.  The  perfect  competition  and  perfect 
monopoly  models  you  will  study  are  simplified  by  making  assumptions 
about  the  competitive  conditions  that  exist  in  the  market  and 
about  the  way  in  which  buyers  and  sellers  make  decisions.  We 
assume  that: 

- "Perfect"  or  "ideal"  conditions  exist  --  that  everything 
works  just  the  way  we  have  stated,  with  no  exceptions, 
whether  or  not  these  conditions  could  exist  in  real  life. 
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FRAME  15  (continued) 

• All  decisions  are  made  by  a "model  man"  who,  given  alternatives, 
will  always  make  the  choice  that  brings  him  maximum  economic 
benefit.  He  is  completely  rational. 

We  can  take  an  example  of  "pure  conditions"  fron  the  model  you 
will  study  next,  the  model  of  a perfectly  competitive  market.  In 
it,  we  assume  that  (i)  there  are  many  producers  of  a commodity;  (ii) 
all  produce  an  identical  commodity;  (iii)  there  is  complete  "freedom 
of  entry"  into  this  business  --  it  costs  nothing  to  start  and  there 
are  no  obstacles  to  starting  up. 

Do  these  three  conditions  describe  conditions  in  the  real  world? 

(a)  Yes 

(b)  No 

If  your  answer  is  "yes,"  can  you  think  of  an  example? 

(c) 


(b)  The  three  assumptions,  taken  together,  do  not  fit 
the  real  world.  The  real  world  is  rarely  that  tidy.  An 
industry  such  as  wheat  farming  fits  the  first  two  assumptions. 
But  the  third  condition  (freedom  of  entry)  assumes  too  much 
for  reality;  it  takes  money  and  know-how  to  become  a 
successful  wheat  farmer. 
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FRAME  16 


Why  sec  up  these  "perfect  conditions  ' of  the  idealized  model  if 
they  do  not  fit  the  real  world? 

The  economist  uses  perfect  conditions  much  as  a physicist 
conducts  experiments  in  a vacuum,  to  study  how  a thing  operates  under 
controlled  conditions.  This  permits  him  to  remove  from  an 
investigation  some  of  the  factors  that  might  effect  the  outcome. 

Once  we  set  up  a model  of  perfect  competition  we  can  study  how 
the  market  operates  under  these  perfect  conditions.  That  is,  we 
can  explain  or  predict  how  buyers  and  sellers  will  compete  under 
the  perfect  conditions  set  up  in  the  model.  We  can  predict  what 
effect  this  competition  will  have  on  how  resources  are  allocated 
to  satisfy  wants.  The  two  idealized  markets  permit  us  to  study  the 
effect  of  competition  between  buyers  and  sellers  in  the  two  extreme 
sets  of  conditions:  complete,  perfect  competition  between  thousands 

of  buyers  and  sellers;  complete,  perfect  monopoly  where  there  is 
only  one  seller  and  thousands  of  buyers  * 

Having  studied  the  way  the  model  markets  operate,  we  can  hope 
to  learn  more  about  how  things  happen  in  the  real  world  by  comparing 
actual  competition  with  the  predictions  of  the  model: 

- We  may  be  able  to  see  how  the  real  world  falls  short  of  the 
controlled  or  "ideal"  world  of  the  model. 

- We  may  be  able  to  eliminate  events  which  do  not  truly  affect 
economic  outcomes.  (For  example,  we  might  say,  "It  cannot 
be  this  group  of  things  which  caused  this  event  to  happen 
because  ray  model,  which  does  not  include  them,  also  predicted 
the  event.") 

- We  may  be  able  to  identify  factors  which  could  be  changed  to 
affect  the  real  world  in  some  desirable  way.  (We  might  say, 
’Vhen  I do  thus-and-such  to  the  model,  it  causes  these 
events  to  happen.  Perhaps  the  same  thing  would  happen  in 
real  life.") 


* * * * * 


3S- 


t 

V 


Let's  pause  a moment  and  have  you  decide  what  words  are  missing 
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When  an  economist  wants  to  compare  an  ideal 
situation  with  the  real  world,  he  prepares 

an model.  Then,  in  an 

effort  to  identify  important  relationships  in  the 

real  world,  he the 

model's  predictions  with  real  events. 


When  an  economist  wants  to  compare  an  ideal  situation 
with  the  real  world,  he  prepares  an  idealized  model.  Then, 
in  an  effort  to  identify  important  relationships  in  the  real  world, 
he  compares  che  model's  predictions  with  real  events. 


FRAME  17 


The  second  assumption  made  in  an  idealized  model  is: 

- All  decisions  are  made  b>  a "model  man"  who  is  perfectly 
rational;  given  alternatives,  will  always  make  the  choice 
that  brings  him  maximum  economic  benefit. 


Question:  Let's  say  that  in  an  economic  model  we  are  told  simply 

that  a businessman  can  step  up  productivity  by  beating 
his  workers , Will  he  beat  them? 


(a)  Yes 


(b) 
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No 
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(a)  Yes ; he  will  heat  them.  Nn  doubt  about  it.  V*c 
must  assume  that  the  model  man  will  always  make  the  choice 
that  brings  his  maximum  economic  benefit.  Lacking  informa- 
tion on  the  Longterm  effects  of  this  policy,  you  have  to 
assume  that  he  will  step  up  production  by  beating  his 
workers . 


Just  as  the  model  market  is  not  a real  market, 
the  model  man  is  not  a real  person.  You  might  not  want 
him  for  a friend,  but  he  is^  consistent.  His  decision  is 
the  logical  one  for  the  rules  under  which  he  operates. 


FRAME  18 


Why  does  the  economist  use  a model  "economic"  man  in  market 
models?  One  basic  reason  is  that  using  an  idealized  person  who  is 
perfectly  logical  and  completely  committed  to  economic  gain  permits 
us  to  predict  his  behavior  in  any  situation. 

So,  we  assume  that  the  buyers  and  sellers  iu  the  model  markets 
are  perfectly  rational  and  only  interested  in  getting  the  greatest 
possible  economic  gain.  What  good  does  it  do  to  predict  the  behavior 
of  someone  who  isn’t  real?  There  are  two  reasons: 

1.  We  want  to  find  out  how  close  consumers*  and  businessmen *s 
and  workers  1 decisions  and  actions  are  to  that  of  the 
model  man. 

2.  We  are  interested  in  figuring  out  what  completely  rational 
decisions  would  be  in  case  real  people  want  to  make 
rational  decisions  themselves.  Then  we  can  advise 
businessmen  what  decisions  to  make  in  order  to  make  the 
most  profit.  When  you  are  deciding  on  a job  or  what  to 
buy  you  can  figure  out  the  decision  which  will  give  you 
the  greatest  satisfaction. 


to  Frame  19 


FRAME  19 


You  may  wonder  why  an  economist  uses  models  and  how  it  helps 
him  to  base  his  model  on  an  unreal,  idealized  world. 

The  reason  for  using  models  is  simply  that,  unlike  many  other 
kinds  of  scientist,  an  economist  cannot  conduct  experiments  in 
many  of  the  matters  that  interest  him. 

So  instead  he  uses  a model.  He  uses  an  idealized  model 
because  he  has  set  up  the  rules  or  conditions  about  how  the  market 
operates.  This  helps  him  to  see  what  happens  when  events  are 
uncluttered  by  the  complexities  of  the  real  world.  The  purely 
logical  idealized  model  helps  him  to  understand  the  real  world, 
and  it  may  show  him  how  the  real  world  should  operate  to  achieve 
certain  goals. 


to  Frame  20 


FRAME  20 


Let's  review  a few  key  points. 

Models  are  used  to  explain  and/or  predict.  How  else  does  an 
economist  use  models?  (Write  your  answer). 


to  Frame  21 


An  economist  also  uses  models  to  compare  an  idealized 
model  with  the  real  world.  He  does  this  to  try  to  learn  how 
closely  the  model  predictions  are  to  behavior  in  the  real 
market. 

Your  answer  can  be  in  your  own  words,  but  it  should  at 
least  contain  the  words  underscored  or  others  that  mean  the 
same  thing. 


If  you  did  not  get  it  right, 

you'd  be  smart  to  review  from  Frame  15 

If  your  answer  was  satisfactory 
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Frame  21 


FRAME  21  (Review) 


Of  the  following  statements  > which,  if  any^  ate  acceptable 
assumptions  on  which  to  base  an  idealized  model? 

(a)  All  business  decisions  are  approved  by 

government . 

(b)  Government  has  no  control  over  business. 

(c)  Either  of  the  above. 

(d)  Neither  of  the  above. 


(c)  Either  are  acceptable  assumptions  on  which  to  base 
an  idealized  model.  You  can  make  up  any  conditions  you  want. 

This  is  not  to  say  that  either  assumption  is 
necessarily  true  or  reasonable.  It  merely  means  that  in 
order  to  study  some  aspect  of  economics  we  might  say,  "We 
will  start  by  supposing  that..." 

to  Frame  22 


FRAME  22  (Review) 


Here's  another  example  to  consider: 


A worker  has  a choice  of  two  jobs.  One  is  in  the  town  in 
which  he  i ives , the  other  involves  a move  to  a distant  city.  He 
would  be  better  off  financially  if  he  moved.  His  wife  is  urging 
him  to  stay  put,  however.  She  wants  to  be  near  her  ailing,  aged 
mother,  and  she  wants  their  son,  now  in  his  senior  year,  to 
graduate  from  the  high  school  he  has  attended  for  3^  years. 


In  an  idealized  model,  is  there  any  doubt 
about  which  job  the  worker  will  take? 


(a) 

Yes 

Frame  23 

(b) 

No 

Frame  24 

FRAME  23 


You  think  there  is  some  doubt  about  which  job  the  worker 
will  take? 

It  looks  as  if  we  have  not  made  something  clear. 

In  real  life,  there  might  well  be  some  doubt  about  what 
the  worker  would  do.  He  would  balance  the  appeal  of  the  job 
against  the  wishes  of  his  family.  Probably  he  would  consider 
many  more  things  than  are  presented  in  the  problem  --  the 
cost  of  moving,  the  prospects  of  the  two  jobs,  and  so  on  -- 
before  reaching  his  personal  decision. 

But  in  an  idealized  model,  most  of  this  doesn’t  count. 

We  assume  that  given  a choice,  he  will  pick  the  alternative 
that  promises  the  greater  economic  benefit.  Since  the  desire 
of  his  wife  and  son  are  given  no  economic  value  in  the 
problem,  they  do  not  affect  his  decision.  The  economic 
man  will  go  where  the  most  money  is. 

Please  return  to  Frame  22 


FRAME  24 


You  s&y  that  in  an  idealized  model  there  is  no  doubt  about 
which  job  the  worker  will  take? 

In  that  case,  which  one  will  he  pick? 

(a)  The  lower-paid  job  in  his 

present  town  Frame  25 

_(b)  The  higher  paid  job  in  the 

distant  city  Frame  26 
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You  say  that  he  will  take  the  lower-paid  job  in  hi? 
present  town. 

Perhaps  you  feel  that  the  wishes  of  his  family  are 
more  important  than  financial  gain? 

In  real  life,  you  might  be  right.  But  real-life 
decisions  like  this  are  never  simple.  Even  if  you  had  a 
lot  more  information,  you  might  not  be  able  to  be  sure  oi 
your  prediction.  (In  fact,  the  more  information  you  had, 
the  more  uncertain  you  would  probably  be!) 

But  in  an  idealized  model  --  and  that's  what  we  are 
considering  --  your  answer  is  wrong.  The  rules  of  the 
game  say  that  we  can  be  quite  sure  that  people  will  always 
make  the  choice  that  offers  the  greatest  economic  benefit. 

In  this  problem,  the  job  which  promises  the  greatest 
economic  benefit  is  simply  the  one  that  pays  more.  Ail 
we  are  told  is  that  the  out-of-town  job  will  leave  the 
worker  better  off.  But  that  is  enough.  The  feelings  of 
his  family  have  nothing  to  do  with  the  issue. 

Please  return  to  Frame  23 


FRAME  26 


You're  right. 

In  an  idealized  model,  the  worker's  decision  is  simole.  He 
seeks  the  maximum  economic  benefit.  The  out-of-town  job  pays  more. 
That's  the  one  with  maximum  economic  benefit.  That's  the  one  he 
will  pick. 

In  real  life,  a man  might  find  this  a very  difficult  decision 
to  make.  In  an  idealized  model,  as  we  said  earlier,  the  choice  is 
uncluttered  by  the  complexities  we  have  to  face  in  real  life.  The 
decision  is  made  simply  on  the  basis  of  economic  benefit. 
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UNIT  II 

Lesson  3 

Program 
LINE  GRAPHS 

The  purpose  of  this  program  is  to  train  you  to  use  line  graphs.  You 
will  learn  four  things: 

(1)  What  line  graphs  are  and  why  they  are  useful, 

(2)  how  to  read  a line  graph  and  how  to  describe  it; 

(3)  how  to  compare  two  graphs, 

(4)  when  it  is  permissible  to  compare  graphs. 


FRAME  1 


In  discussing  Efficiency,  we  had  a number  of  tables  in  which  we  showed 
how  Output  varied  with  changes  in  Input.  The  tables  showed  a relation- 
ship between  output  produced  and  input  used  in  production. 

The  changing  values  of  related  variables  (as  we  call  any  measurable 
thing  whose  measurement  can  vary  in  amount)  can  also  be  shown  by  "draw- 
ing a picture"  in  the  form  of  a line  graph. 

Like  other  kinds  of  pictures,  a graph  can  sometimes  be  worth  a thousand 
words.  At  a glance,  a graph  can  show  us  relationships  between  variables 
which  otherwise  may  take  many  numbers  and  a lot  of  interprets* ion  to 
discover. 

Before  you  can  cake  advantage  of  graphs,  you  have  to  know  a few  special 
terms  and  ideas.  Most  of  these  terms  and  ideas  are  probably  not  new  to 
you,  but  we  want  you  to  review  them  so  that  you  can  use  them  correctly. 

Please  go  to  FRAME  2 
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FRAME  2 


Output 

(castings)  60 
40 


20 


12  3 4 

Input  (man-days) 

Above,  is  a table  of  the  kind  you  have  seen  before  and  a graph  on 
which  we  can  depict  the  same  information  about  the  variables. 

The  variables  here  are  called  Input  and  Output.  We  have  indicated 
by  a single  dot  the  values  of  one  pair  of  variables,  Input  = 3 man- 
days  and  Output  = 60  castings. 

On  the  same  graph,  place  a dot  for  the  pair  of  variables.  Input  = 

2 man-days  and  Output  = 40  castings. 


Company  A 

input 

(man -days) 

output 

(castings) 

i 

20 

2 

40 

3 

60 

4 

80 

(a)  If  you  feel  that  you  understand,  go  ahead  to 
FRAME  5. 

(b)  If  you  do  not  understand  this  answer,  do  the 
next  frame. 


FRAME  3 

You  feel  that  we  did  not  explain  enough.  Very  well,  let’s  try  it 
from  a different  direction. 

FRAME  continued  on  the  next  page 


FRAME  3 (continued) 
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Hall  (see  map  below).  You  want  to  get  to  the  bus  depot  at  the  inter- 
section of  Orange  and  Third  Streets.  Since  you've  never  been  in 
Treesville  before,  you  check  your  map: 


N 


S 


Persimmon 

Orange 

Nectarine 

Main 


There  are  several  ways  of  reaching  the  bus  depot,  but  the  simplest 
and  most  Interesting  would  probably  be  to  walk  three  blocks  east  on 
Main  Street  and  then  two  blocks  north  to  get  to  Orange* 

You  want,  to  go  to  the  Post  Office  on  the  way  to  the  bus  depot.  The 
Post  Office,  says  a passing  resident,  is  on  the  corner  of  Nectarine 
and  Second. 


(a)  On  the  map,  put  a dot  to  indicate  the  location 
of  the  Post  Office* 

(b)  You  could  get  to  the  Post  Office  by  going  along 

Main  for  (how  Many?)  blocks,  and  then 

(c)  along  (what  street?)  for (how  many?) 

blocks. 


(a) 


N 


W- 


c 

o 

•w 

c 


City 

lall 


c 

CM 


T3 

U 

CO 


x: 

u 


Jus 
)epot 


Post 

Office 


u 

LO 


- Persimmon 
-Orange 
-Nectarine 
-Wain 


(b)  Two 

(c)  Second,  one. 


3&3 

'IS-' 


FRAME  4 


On  the  map  of  Treesville,  we  were  able  to  see  that  by  moving  three 
blocks  cast  (horizontally')  and  two  blocks  north  (vertically),  we 
would  come  to  an  intersection  at  which  the  bus  depot  was  located. 

We  can  do  the  same  thing  with  a graph. 

Output  60 
(boxes) 


40 


20 


0 


12  3 4 

Input 
(man-days) 

Starting  at  zero  (lower  left  corner),  if  we  move  three  units  of  Input  to 
the  right,  and  then  move  upwards  two  divisions  to  the  line  representing 
40  boxes  on  the  Output  scale,  we  come  to  a point  which  is  the  intersection 
of  "3  input11  and  n40  output11. 

The  one  point  represents  both  values ♦ 

If  we  put  a dot  anywhere  else  on  this  graph, 
does  it  also  represent  two  values? 


Company  X 

Input 

Output 

(man -days) 

(boxes) 

i 

10 

2 

25 

3 

40 

4 

55 

' 

d 

f- 

1 

Yes . 

From  any  point  on  this  graph,  we  can  read 
downwards  to  get  a value  on  the  horizontal 
(Input)  scale,  and  we  can  read  sideways 
for  a value  on  the  vertical  (Output)  scale. 


AND  THEN  JOINING  ALL  OF  THE  DOTS  WITH  A SINGLE  LINE* 


(man-days) 


Output 

(castings) 


Input 

(man-days) 


FRAME  6 


Output 

(castings) 


Input 

(man-days) 


In  this  graph,  the  points  are  joined  by  a straight  line  which  rises  from 
bottom  left  to  upper  right. 


One  of  the  characteristics  we  can  describe  for  this  line  is  it's  slope. 
(Slope  means  here  the  same  as  it  does  when  you  are  walking  up  a mountain 
side--the  steepness  of  the  rise  or  fall.) 

The  line  connecting  points  on  a graph  is  called  a curve,  even  when  it  is 
a straight  line,  as  in  the  graph  above.  A straight  line  is  simply  a curve 
with  constant  slope. 


Output 


Input 


Which  statement  is  true  of  this  curve? 


(a)  The  slope  is  constant. 

(b)  The  slope  is  continually  changing. 


-5b- 


(b)  The:  slope  is  continually  changing. 


At  bottom  left,  the  slope  is  very  steep. 

As  we  move  to  the  right,  the  curve  becomes 
almost  horizontal. 


FRAME  7 


In  describing  the  slope  or  gradient  of  a road  or  hill,  an  engineer  always 
compares  the  amount  of  vertical  change  with  the  distance  run.  For  example, 
he  might  say,  '“That  hill  has  a one  in  three  gradient,"  and  he  might  write 
it  1/3  or  1:3.  He  means  that  the  hill  rises  one  foot  for  each  three  feet 


1 foot 


We  do  the  same  thing  in  describing  the  slope  of  a curve;  we  divide  the 
vertical  change  by  the  horizontal  change. 

Price 

(cents) 


Ounces  of 
Candy 


This  shows  a slope  of 


(a)  3/4 

(b)  4/3 


(a)  3/4 

(Three  units  of  vertical 
four  units  of  horizontal 

change  for  each 
change.) 

O 

ERIC 
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3.  / N 

' J 


Output 


Input 


We  have  just  defined  slope  as  "the  change  in  the  vertical  scale  divided 
by  the  change  in  the  horizontal  scale." 


Vertical  change 

Slope  “ 

Horizontal  change 

In  the  graph  above,  we  calculate  slope  by  dividing 
the  change  in  input/ output  by  the  change  in 
(select  one) 

input/output. 

(select  one) 


Change  in  OUTPUT 

Slope  ” 

Change  in  INPUT 


FRAME  9 


Number  of  Hippopotomi 
bom  at  Pittsburg  Zoo 


Tons  of  Cabbage  fed 
per  month 


In  this  graph. 

Change  in  ? 

Slope  ■ 

Change  in  ? 


Change  in  NUMBER  OF  HIPPOPOTAMI 

Slope  

Change  in  TONS  OF  CABBAGE  FED 


FRAME  10 

It  doesn't  matter  what  the  variables  are  in  a graph  --  Input -Output , 
Demand-Price,  Cabbage -H i ppos , X-Y,  or  anything  else  --the  formula 
for  slope  compares  the  same  two  things: 

? Change 

Slope  » 

? Change 


VERTICAL  Change 

Slope  • 

HORIZONTAL  Change 


FRAME  11 


Output 

(castings) 


Change 

in 

Output 


in 

Input 


Input 

(man-days) 


Here's  a graph  which  shows  that  when  Input  is  increased  from  3 man-days 
to  4 man-days.  Output  goes  up  from  60  to  80  castings. 

What  is  the  slope  of  the  curve? 

Slope  = 


-5i- 


L> 


Vertical  change 

20  castings 

S lope  

20 

Horizontal  change 

1 man-day 

FRAME  12 


As  you  have  seen,  we  may  be  able  to  tell,  simply  by  looking  at  a curve, 
that  the  slope  is  greater  at  one  point  than  another.  Using  the  slope 
formula,  we  can  say  how  much  it  changes. 


12  3 4 5 

In  this  curve,  we  can  see  that 
of  Inputs  than  at  low  amounts. 


& 


Input 
(man -days ) 


Input 
(man -day  8) 

Output 

(cartons) 

1 

20 

2 

30 

3 

40 

4 

46 

5 

49 

6 

50 

e slope  is  shallower  at  high  amounts 


Calculate  the  slope  for 

(a)  an  increase  in  Input  from  1 man-day  to  2 man-days. 

(b)  an  increase  in  Input  from  4 man-days  to  5 man-days. 


Vertical  change 

Slope  - 

Horizontal  change 

(a)  When  Input  rises  from  1 man-day  to  2 man-days, 
Output  rises  from  20  cartons  to  30  cartson. 


Change  in  Output  10 

Slope  - 3 — =10 

Change  in  Input  1 


(b)  When  Input  rises  from  4 man-days  to  5 man-days, 


Output  rises  from  46  cartons  to  49  cartons. 

change  in  Output  3 

Slope  “ — = 3 

change  in  Input  1 


3 


(SB 
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FRAME  13 


Weight  Weight 

(lbs.)  (lbs.) 


2468 (feet)  2468  <feet> 


Diagram  A 


Diagram  B 


Above  are  two  straight -line  curves.  If  you  examine  them,  you  will 
find  that  they  seem  to  have  the  same  value  for  slope. 

But  plainly  they  do  not  tell  the  same  story.  For  example,  one  rises 
from  left  to  right,  the  other  falls  from  left  to  right. 

In  one  case,  an  increase  in  height  is  related  to  an  increase  in  weight 
in  the  other,  an  increase  in  height  is  related  to  a decrease  in  weight. 

In  which  case  is  an  increase  in  height  leading 
to  a decrease  in  weight? 

(a)  Curve  A 

(b)  Curve  B 


Curve  B 


3n 


FRAME  14 


Weight 

(lbs.) 


Weight 

(lbs.) 


40 


30 


30 


20 


20 


10 


I 0 


0 


height  o 


height 


Diagram  A 


2468  (feet) 


2 4 6 a (fect) 

Plafirgffl,  jL 


There’s  a way  to  tell  the  difference  between  the  slopes  of  these  two 
curves  . We  can  do  it  by  looking  at  the  change  in  weight  in  each  case. 

If  Input  changes  from  2 to  4; 

In  Curve  A,  weight  changes  froti  10  to  20,  or  + 10  (plus  ten) 
In  Curve  B,  weight  changes  fror:  30  to  20,  or  - 10  (minus  ten) 

For  Curve  A,  the  slope  is  + 10/2  * +5 


Note  that  this  time  we  have  labeled  the  horizontal  scale  X and  the  vertical 
scale  Y.  This  is  a form  of  mathematical  shorthand  and  a convenient  way  of 
talking  about  all  graphs. 


For  Curve  B,  what  is  the  slope? 


Vertical  change  -10 


Slope  of  Curve  B ** 


-5 


Horizontal  change  2 


Important:  note  the  minus  sign! 


FRAME  15 


X 


The  sign  of  this 
slope  is  positive 


The  sign  of  this  slope 
is  negative. 


(continued  on  the  next  page) 


rtwit  o ^continued; 


Study  the  graph  and  then  complete  this  statement: 

When  the  value  of  Y increases  as  the  value  of  X increases, 
the  sign  of  the  slope  is  positive/negative. 

^select  one) 


positive 


FRAME  16 


This  is  an  example  of  a negative  slope  because  when 
the  value  of  Y decreases,  the  value  of  X increases/ 
decreases . (select  one) 


increases 


FRAME  17 


When  computing  the  slope  of  a negative  curve,  such 
a9  the  one  in  FRAME  16,  you  must  remember  to  place 
a minus  sign/plus  sign  in  front  of  your  answer, 
(choose  one) 


minus 


FRAME  18 


FRAME  19 


t^oV-  which  curve  "The  slope  <1 

larger  positive  number  for  bigger  values  of  Y? 


(b) 


X 0 


m 


£ 


(c) 


■i 


t 
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FRAME  20 


The  curves  above  are  numbered  1,  2,  and  3.  Answer  the  questions  below 
by  writng  the  appropriate  number  in  each  blank. 

(a)  Which  curve  becomes  less  steep  as  X increases? 


(b)  Which  curve  becomes  steeper  as  X increases? 


(c)  Which  curve  does  not  change  its  slope  as  X 
increases? 


(a)  2 

(b)  1 

(c)  3 


o 
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FRAME  21 


Y (a) 


cP  7&6L  sT^>rCfe  j aWve 

c^iruphS  hcvi>  c-c  Cf>«r\S'Ya1f»^‘  Z>\ opt- 

See  if  you  can  calculate  the  slope  of  these 

three  curves. 


Slope  for  curve  (a): 
Slope  for  cruve  (b): 
Slope  for  curve  (c) : 


(a)  -.05 

(b)  .06 

(c)  0 


FRAME  22 


Above  are  two  curves  drawn  on  the  same  graph. 

(a)  The  sign  of  the  slope  of  these  curves  is 
positive/nep.ative. 

(select  one) 

(b)  The  curve  with  the  steeper  slope  is 
Curve  A /Curve  B. 

(select  one) 

(c)  The  curve  with  the  greater  change  in  Y 
for  any  change  in  X is  Curve  A/Curve  B. 

(select  one) 


ERjt 


-('C 

3 75 


(a)  positive 

(b)  Curve  A 

(c)  Curve  A 


The  steeper  the  curve,  the  greater  the  change  in  Y that  is  produced 
for  a change  in  X,  Or,  as  we  say,  the  steeper  the  curve,  the  more 
res pons ive  is  Y to  a change  in  X. 


In  the  graphs  at  right, 
which  curve  shows  Y as 
more  responsive  to  a 
change  in  X 

Curve  A 

Curve  B 


Curve  B 


FRAME  24 


Output 

(cars  per  day) 


Outside 


^eir.pe 

C 1') 


Answer  the  following  questions  about  the  graph  above. 

(a)  Calculate  the  slope . 

(b)  Output  is  (very/not  very/not  at  all)  responsive  to 
a change  in  outside  temperature. 

(c)  There  is/is  no  relation  between  output  and  temperature. 


(a)  0 (output  doesn't  change. 

Zero  divided  by  any  number  is  zero, 

(b)  Not  at  all 

(c)  is  no 


FRAME  25 

Price 


Quantity 

Demanded 

Price 

25,000 

$1.75 

3,000 

$5.00 

Quantity  demanded  in  1000's 

Put  a check  mark  against  any  statement  that  is  true. 

(a)  When  the  price  of  a record  is  $1.75,  the 

number  records  sold  is  25,000. 

(b)  When  the  price  of  a record  is  $5.00,  the 

number  of  records  sold  is  3000. 

(c)  There  is  a negative  relation  between  the 

price  of  records  and  the  quantity  people 
will  purchase  - that  is,  at  lower  prices, 
there  will  be  a greater  number  of  records 
sold . 

(d)  Quantity  sold  is  responsive  to  price  changes. 


All  of  the  statements  are  true 


377 
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n 

i. 


V 

1 

V 

\ 

V 

k 

b 

1 

0 
1 

^POP 

LASSICAL 

1 Y- 1 

10  20  30  40  50 


Quantity  Demanded 
(in  1000's) 


Demand  for  Records 

This  graph  shows  demand  for  two  kinds  of  records,  classical  and  pop. 

(a)  For  which  kind  of  records  is  price  more  responsive 
to  a change  in  quantity  demanded? 

classical  * 


POP 

(b)  For  which  kind  of  record  in  quantity  demanded  more 
responsive  to  a change  in  price? 

1 classical 

pop 


(a)  classical 

(b)  pop 

This  tricky.  It  is 
the  opposite. 


f o 
ERIC 
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FRAME  27 


When  we  say  that  quantity  demanded  is  more  responsive  to 
price  for  pop  records  than  it  is  for  classical  records, 
what  do  we  mean? 

(a)  Higher  prices  have  less  effect  on  quantity  bought 
of  classical  records  than  they  do  on  sales  of  pop 
records . 

(b)  A lower  price  does  more  to  boost  quantity  bought 
than  it  does  for  classical  records* 

(c)  Both  of  the  above. 


Both  of  the  above. 

Throughout  the  range  of  prices,  quantity 
demanded  for  classical  records  changes  less 
than  does  the  quantity  demanded  of  pop 
records . 


FRAjiE  28 

Temperature 


i 

Quantity  Demanded  (cones) 


Which  of  the  following  curves  is  most  likely  to  depict 
the  relation  between  the  temperature  and  the  sales  of 
ice  cream  cones  on  the  above  graph? 


FRAME  29 


In  your  own  words,  complete  the  following 
statement: 

The  sales  curve  for  ice  cream  cones  shows 
that  the  hotter  the  day 


(In  your  own  words).  . . 

the  hotter  the  day,  the  more  ice  cream 
is  sold.  Eventually,  however,  the  quan- 
tity demanded  increases  only  slowly,  pre- 
sumably because  there  is  a limit  to  how 
many  cones  people  will  consume. 


We  have  just  seen  how  a line  graph  can  give  us  a picture  of  the 
relationship  between  the  quantity  of  ice  cream  bought  and  the 
temperature. 


What  is  it  in  the  graph  that  describes  how 
two  variables  are  related? 

(a)  The  squares  caused  by  the  intersecting 

lines . 

(b)  The  slope  of  the  curve. 

(c)  The  size  of  the  graph. 


3on 


(b)  The  slope  of  the  curve. 


FRAME  31 

The  advantage  of  a line  graph  is  that  you 

can  show  the  relationship  between  two  variables.. 

(a)  very  slowly  and  in  great  detail. 

(b)  at  a glance. 

(c)  which  could  not  be  discovered  otherwise 


(b)  at  a glance. 


FRAME  32 

The  main  purpose,  then,  of  a line  graph  is  to 

give  a picture  of  the  

between  two . 


relationship 

variables 


FRAME  33 

In  fact,  that's  what  a line  graph  is. 
A line  graph  shows  the  quantitative 
relationship  between  


two  variables 


0 


FRAME  34 


(a)  The  curve  to  the  right 
shows  the  quantitative 
relation  between 
and 


output 
per  d xy 


per  day 


(b)  Check  the  statements  below  which  give  a correct 
description  of  the  quantitative  relationship, 

(1)  it  is  positive 

(2)  it  is  negative 

(3)  As  input  is  increased  by  a certain 

amount,  output  increases  but  by 
smaller  and  smaller  amounts 

(4)  There  is  a decreasing  positive  slope 

(5)  There  is  an  increasing  positive  slope 

(6)  There  is  a constant  slope 


(c)  What  explanation  can  you  give  from  what  you  have 
learned  about  production  for  this  kind  of  quan- 
titative relationship  between  these  two  variables'? 


(a)  input  and  output* 

(b)  1,  3,  4* 

(c)  In  your  own  words : 

The  Law  of  Diminishing  Returns*  More  and  more 
labor  produces  smaller  and  smaller  increases  in 
output  because  some  other  input  is  fixed* 


O 

ERIC 
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FRAME  35 


Temp. 

(°F.) 


20  30  Sales  ($) 

per  week 


Here  are  graph*,  showing  the  amount  of  money  taken  in  by  two  vending 
machines.  One  curve  represents  ice  cream  sales  and  the  other  sales 
of  hot  coffee. 

Which  curve  shows  coffee  sales? 

(A) 

(B) 


(B) 

(Sales  of  hot  coffee  are  likely  to  decrease  on 
hot  days,  especially  when  ice  cream  is  available.) 


FRAME  36 


In  the  last  example,  we  used 
separate  graphs  for  ice  cream 
and  coffee. 

But  could  we  have  put  both 
curves  on  one  graph,  as  at 
right  ? 


(a)  Yes 

(b)  No 


Temp 

(°F.) 


O 

ERIC 


Hi 
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FRAME  37 


We  can  compare  two  curves,  whether  drawn  separately  or  shown  on  the  same 
graph  ONLY  WHEN  the  variables  are  the  same  and  they  are  drawn  t_o  the  same 
scale. 


Price 


Price 


ti  Quantity 


J Quantity 


bought 


bought 


Diagram  \ 


Diagram  B 


Examine  the  two  graphs  above  carefully;  then,  determine 
if  the  following  is  a true  statement. 

In  the  graphs  above.  Curve  A has  a steeper  slope 
than  does  Curve  B. 

(a)  Yes,  it  is  true. 

(b)  No,  it  is  not  true. 

(c)  Can't  tell. 


(c)  Can't  tell. 

You  don't  know  what  units  of  measurement  an:  j 
used  for  measuring  quantity  bough'  . Thus  thtj 
quantity  bought  might  be  measured  in  hundred.- 
of  tons  in  one  graph  and  number  of  items  in  j 
the  other.  Also,  there  are  no  numbers  on  t; 
scales,  so  we  don't  know  whether  the  sc? 
are  the  same  on  the  two  graphs. 


ERIC 


FRAME  38 


Price 


/cs 

VY/ 


(I) 


(in  1000s) 


Quantity 

sold 

(in  1000s) 


Do  curves  I and  II  have  the  same  slope? 

(a)  Yes 

(b)  No 

(c)  Can't  tell 


(b)  no 

The  Variables  (price  and  quantity  sold)  are 
the  same.  But  this  time  price  scales  differ. 
In  graph  I,  if  we  look  at  the  slope  for  a 
change  in  quantity  from  2000  to  3000,  the 
slope  is 

change  in  price/change  in  quantity 
= -10/1000  - -.01 
For  graph  II,  the  slope  is 
-100/1000  = -.1 


FRAME  39 


Before  we  can  use  simple  visual  inspection  to  compare  two  curves,  we  have 
to  be  sure  that,  a)  they  both  represent  relations  between  variables  measured 
by  the  same  unit  of  measurement,  and  b)  the  two -measurement  scales  (both 
horizontal  and  vertical)  are  the  same  for  both  graphs. 


Could  we  put  these 
two  curves  on  the 
same  graph  and 
compare  them? 


(a)  Yes 

(b)  No 


Price 


Price 


O 

ERIC 
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FRAME  40 


(a)  Yes 

The  variables  and  the  scales  are  the  sane. 


Thus , it  is  important  to  remember  that  you  should 
be  careful  in  using  a graph  to  compare  two  curves 
unless  . . . (complete  the  sentence) 


. . . the  variables  and  the  scales  are  the  same, 
(in  your  own  words) 


~'7I- 
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UNIT  II 
Lesson  No.  3 


Prr>nr  o*n 

CRITERION  TEST 

In  the  following  questions,  fill  in  the  blanks  to  complete  the  sentence, 
showing  calculations  where  necessary,  and  circle  the  correct  word  or 
letter  in  those  cases  where  you  are  given  a choice.'. 


(A) 


10  20  30 


( B) 


Y 

6 

5 

4 

3 

2 


0 

50  100  150 


s 

L 

[\ 

s 

S 

s 

s 

s 

(C  ) 

Total  Cost 


hr.  lb. 
Candy 


(D) 

Price 


Price 


(E) 


Quantity  sold  / 
week  - lb. 
candy 


Quantity  bought  / 
week  - gallons 
of  milk 


$ 


(F) 

Price 


Quantity  bought/ 
per  week  - lb. 
candy 


1.  Curves  1 and  2 in  Graph  A show  that  as  X increases,  Y 

that  is,  they  show  a positive/negative  relation  between  X and  Y. 

Another  way  of  saying  the  same  thing  is  to  say  that  the  slope  of  the 
curves  is  . 

2.  Curve  3 in  Graph  A shows  that  for  any  value  of  X,  Y equals  

Describe  in  words  the  relation  between  X and  Y which  is  shown  in  Curve  3. 
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CRITERION  TEST  (continued) 


3. 


4. 


5. 


6. 


7 . 


8. 


9. 


10. 


11. 


12. 


13. 


14. 


in  Graph  A,  give  the  values  for  Y as  indicated  below: 


(a)  when  X » 20,  Y « 

(b)  when  X * 20,  Y = 

(c)  when  X f*  20,  Y - 

(d)  wlien  X » 30 , Y =* 

(e)  when  X “ 30,  Y =* 

(£)  when  X - 30,  Y ~ 


for  curve  1 
for  curve  2 
for  curve  3 
for  curve  1 
for  curve  2 
for  curve  3 


Determine  the  slope  of  each  of  the  three  line,s  in  Graph  A using  the 
formula:  slope  of  curve  - change  in  Y 

change  in  X 


(a)  slope  of  curve  1 « __ 

(b)  slope  of  curve  2 = 

(c)  slope  of  curve  3 * 

In  Graph  A,  curve  has  the  steepest  slope.  Y is  more 


responsive  to  change  in  X in  curve 


In  Graph  3,  compute  the  slope  of  Curve  4 and  Curve  3:  slope  of  curve 


, s lope  of  curve  5 * » 

In  Graphs  C through  F,  circle  whichever  of  curves  (6)  (7)  (8)  (9)  phc;*> 
a negative  slope. 

In  Graphs  C through  F.  circle  whichever  of  curves  (6)  (7)  (£)  f 9)  show 
that  as  X increases , Y increases. 


In  Graphs  C through  F,  circle  whichever  of  curves  (6)  (7)  (8)  (9)  sh  :>v 
that  as  Y increases,  X decreases ♦ 


In  Graphs  C through  F,  which  of  the  curves  show  a tendency  for  the  slo 
to  get  less  steep  as  the  value  of  X increases? 


In  Graphs  C through  F,  which  of  the  curves  show  a tendency  for  the  slo 
to  get  steeper  as  the  value  of  X increases? 

Circle  which  of  curves  (6)  (7)  (8)  can  be  compared  with  Curve  (V‘, 


Circle  which  of  curves  (6)  (7)  (9)  can  be  compared  with  Curve  (8). 

Write  your  definition  of  what  a line  graph  is  and  say  why  line  graph:; 
are  useful. 
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CRITERION  TEST  (continued) 


15.  In  graph  B,  the  relation  between  X and  Y la  boc'n  curves  is 
positive /negative  (circle  one).  For  curve  4,  if  7 » 3,  X z. 

; for  curve  5,  if  Y = 3 , X " . For 

any  value  of  Y,  the  value  of  X is  greater  on  curve  . 

The  fact  that  curves  4 and  5 are  parallel  to  each  other 
means  that  both  have  the  same  . 

16.  What  does  the  slope  of  a curve  tell  you  about  the  relationship 
described  by  the  curve? 


A 


-1H- 

')  ^ r1 
o ^ ^ 


Unit  II 
Lesson  No.  3 


Answers  to  Criterion  Test 


1*  luCicaSco 

positive 

positive 

2.  4 

Y is  not  responsive  at  all  to  X. 

3.  (a)  10 

(b)  7 

(c)  4 

(d)  14 

(e)  9 

(f)  4 

4.  (a)  d/10  ----  .4 

(b)  2/10  = .2 

(c)  0/10  = 0 

5.  1 
2 
3 

1 

6.  =1/25  = -.04;  -1/25  =-.04 

7.  8,9 

8.  6,7 

9.  8,9 

10.  6,9 

11.  7,8 

12.  7 

13.  none 

14.  A line  graph  shows  the  quantitative  relation  between  two  variaoles . 
The  shape  (slope)  of  the  line  describes  how  the  two  variables  are 
related  to  each  other. 

15.  negative 
50 

100 

5 

slope 

16.  It  tells  you  how  much  the  variable  measured  on  the  vertical  axis  ch 
for  a unit  change  in  the  variable  measured  on  the  horizontal  -axif. 


O 
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(DRAFT  COPY ---FOR  RESTRICTED  USE  ONLY) 


UNIT  II  Lesson  3 

Program  g 
Defining  Demand 


FRAME  1 

To  show  you  how  competing  buyers  and  competing  sellers  establish  prices 
and  quantities  sold,  we  are  going  to  examine  demand  and  supply  separately. 

A market,  remember,  is  made  up  of  both  buyers  and  sellers,  and  they  all 
help  to  establish  the  price. 

Buyers  will  pay  so  much  for  certain  quantities. 

Sellers  will  supply  so  much  at  certain  prices. 

Then,  what  is  demand? 

To  start  with,  it's  another  of  those  words  which  economists  use  precisely, 
so  we  have  to  be  careful  in  defining  it: 


Demand  is  the  relationship  between  all 
of  thn  possible  prices  of  a commodity 
and  the  quantity  buyers  will  take  at 
each  price  on  a certain  day. 


Which  of  the  following  shows  a demand  as  defined  above? 
A.  I 3000  pairs  of  shoes ~l 


Price 

Quantity  Demanded 

(#  pairs  shoes) 

_£±5 

2000 

Price 

Quantity  Demanded 

(#  pairs  shoes) 

$20 

1500 

15 

2000 

10 

3500 

5 

6000 

FRAME  2 


Demand  is  a relationship  between: 


A.  Buyers  and  sellers; 

8 J 1 


Prices  of  a product  and 
quantities  demanded. 


~ 1 (f  - 


B.  Prices  and  quantities  demanded. 

(Buyer-seller  relationships  describe  a market . 


FRAME  3 


To  state  demand,  it  is  necessary  to  show  the  whole  relationship- -the 
quantity  buyers  would  buy  at  each  possible  price. 

Demand  can  be  described  by  using  a table  (called  a Market  Demand 
Schedule)  like  this: 


MARKET  DEMAND 
Ice  Cream  Cones 

Price 

Quantity  Demanded 
(#  cones) 

10c 

500 

15 

250 

20 

150 

25 

100 

.30 

50 

In  this  local  market,  what  is. the  demand  for 
ice  cream  cones? 

(a)  500  cones  at  10  cents. 

(b)  500  cones. 

(c)  1050  cones 

(d)  The  whole  table. 


(d)  The  whole  table. 


Prce 


FRAME  4 

Demand  can  also  be  described  by  a demand 
curve.  Here  is  a demand  curve  made  from 
the  above  demand  schedule. 

According  to  the  curve,  what  is  the  quantity 
demanded  at  13  cents? 


( $) 


2 3 4 5 6 


(a)  3 cones;  (b)  300  cones;  (c)  neither  (a)  nor  (c) 


O 

ERLC 


3'J2 
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—Quantity 
(100's) 


(b)  300  cones 


FRAME  5 


Price  (cents) 


.30 

.25 

.20 

.15 

.10  

.05 

.ooLi  11  111  

I 2 3 4 5 6 Quantity 
(1,000's) 


Suppose  that  this  is  a demand  schedule  for  a 
larger  ice  cream  cone  market. 

(a)  Draw  a demand  curve  for  this  demand  schedule. 

(b)  At  12  cents,  what  is  the  approximate  number 
of  cones  that  will  be  sold? 


MARKET  DEMAND 
Ice  Cream  Cones 

Price 

Quantity  Demanded 
(#  cones) 

08c 

6,000 

10 

5,000 

15 

2,500 

20 

1,500 

25 

1,000 

30 

500 

FRAME  NS 


Think  about  the  definition  of  demand  that  we  have  given  you. 

Recall  what  makes  up  demand.  Would  an 
economist  be  likely  to  talk  about  "demand" 
for  a good  or  service  that  does  not  cost 
anything? 

(a)  Yes 


ERIC 


(b)  No 


(b)  No. 


The  vay  we  use  the  words  "market"  and  "demand" 
we  cannot.  Demand  is  a price -quantity  relation- 
ship. Unless  price  is  involved,  we  don't  have 
a market,  we  cannot  have  a demand. 


FRAME  7 


We  said  at  the  beginning  that  demand  is  another  of  those  words  which 
economists  use  with  care.  To  define  it  again  as  briefly  as  possible: 

Demand  is  the  price -quantity  relationship T at  each  price- 

When  an  economist  uses  the  word  "demand",  he  means  this  relationship. 

If  he  wants  to  refer  to  anything  else  in  connection  with  demand,  he  says 
so . 


For  example,  he  will  say  "quantity  demanded"  if 
he  means  a certain  amount  that  people  will  buy 
at  a particular  price. 

On  a graph,  demand  is  shown  by 

A 

(a)  the  vertical  scale 

(b)  the  horizontal  scale 

_____  (c)  the  curve  itself 


(c)  the  curve  itself 


FRAME  8 
P 


Q 


On  this  graph; 

(a)  which  line  is  used  to  measure  quantities  demanded? 

horizontal /vertical  _ 

(choose  one) 

(b)  which  line  represents  demand? 


(a)  Q the  horizontal  scale  (or  axis) 

(u)  D the  curved  line  showing  the 
price-quantity  relationship. 


FRAME  9 


Demand  is  a between 

price  and  quantity. 


relationship 


FRAME  10 

Price 


Quantity 

Here's  a typical  demand  curve.  It  shows  the  relationship  between  price 
and  quantity  demanded.  It  is  typical  in  two  ways. 

Check  the  graph  and  you  will  see  that: 

(a)  The  slope  is  negative/positive. 

(pick  one) 

(b)  Price  is  measured  by  the  Horizontal/ver,...  ,1 

axis . (pick  one) 


(a)  Slope  is  negative. 

(b)  Price  is  shown  on  the  vertical  axis . 


Q 


Which  of  the  shove  represents  a typical 
Demand  curve:  (BE  CAREFUL) 


(NOTE:  P often  is  used  as  an  abbreviation 

for  Price,  and 
Q for  quantity) 


If  you  picked  B,  you  were  right  as  far  as  slope 
is  concerned,  but  wrong  about  the  axis.  Look 
again.  Although  both  demand  curves  B and  C have 
a negative  slope  (and  it  doesn't  matter  whether 
the  line  is  straight  or  curved),  the  axis  are  not 
labeled  correctly  on  B. 


FRAME  12 


On  this  graph: 

(a)  draw  a typical  demand  curve; 

(b)  label  the  axis  which  shows 
quantity  demanded; 

(c)  label  the  axis  which  shows 
price 


FRAME  13 


Price 


i Quantity 

Demanded 

On  this  graph,  mark  and  label  two  points  which  show: 

(a)  high  price  and  low  quantity  demanded; 

(b)  low  price  and  high  quantity  demanded. 


high 

low 


Price 


(Your  points  (a)  and  (b)  need  not 
be  exactly  in  these  positions,  pro- 
vided you  have  them  in  the  right 
order.  If  your  answer  is  incorrect, 
please  change  it  before  proceeding.) 


Quantity 

Demanded 


FRAME  14 


To  summarize: 

The  negative  slope  of  the  Demand  curv«  tells  us  that  there 
is,  to  say  it  in  an  official  way,  a negative  relationship 
between  price  and  the  quantity  people  will  buy. 

In  a negative  relationship,  the  higher 
the  price,  the  lower/higher  the  quantity 
(pick  one) 

people  will  buy. 


lower 


FRAME  15 


This  negative  relationship  between  price  and  quantity  isn't  hard  to  see 
in  real  life.  For  example,  we  tend  to  buy  more  strawberries  in  mid-season 
(when  the  price  is  fairly  low)  than  we  do  at  the  beginning  of  the  season 
(when  the  price  is  high).  Or,  considering  it  from  the  opposite  point  of 
view,  the  automobile  dealer  hopes  to  sell  more  cars  at  the  end  of  the 
model  year  by  reducing  prices. 

Why  do  we  tend  to  buy  less  if  the  price  of  an  item  goes  up? 

(a)  We  can't  afford  it  at  its  new  price--or, 

at  least,  we  can  afford  less. 

(b)  We  feel  that  the  item  isn't  worth  the  new 

price. 

(c)  Other  things  give  more  satisfaction  for  the 

money . 

(d)  All  of  the  above. 

(e)  None  of  the  above. 


(d)  All  of  the  answers  given  are  examples  of 
reasons  why  we  tend  to  buy  less  of  an  item 
when  its  price  goes  up. 


FRAME  16 


The  change  in  the  quantity  demanded  that  goes  along  with  a change  in 
price  is  explained  by  something  called  the  substitution  effect . We 
don't  have  to  delve,  into  all  the  complexities  of  the  substitution 
effect  before  we  can  get  the  general  idea. 

As  the  price  of  an  item  increases,  we  tend  to  buy  less  of  it 
and  we  substitute  something  else  that  gives  more  satisfaction 
for  the  money. 

See  if  you  can  complete  this  statement  about  what 
happens  when  prices  decrease: 

As  the  prices  of  an  item  goes  down,  we  tend  to 
buy  more/less 

(pick  one) 

and  we  it  for  something  else 

which  can  give  more  satisfaction  for  the  same 
amount  of  money. 


-to- 


more;  substitute 


FRAME  17 

If  the  price  of  an  item  goes  up  so  much  that  we 
decide  to  buy  another  item  in  its  place,  this 
is  an  example  of  the  effect. 


substitution 


FRAME  18 

There's  more  to  the  substitution  effect  than  we've  explained  here 
but  the  general  effect  on  a market  xs  that: 

(a)  as  prices  decrease,  the  quantity  demanded 

(b)  as  prices  increase,  the  quantity  demanded 


(a)  increases 

(b)  decreases 


FRAME  19 


The  slope  of  the  demand  curve  is . 

The  demand  curve  represents  a 

relationship  between  price  and  quantity  demanded. 


negative 

negative 


o 
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UNIT  II 
Lesson  No.  3 

PROGRAM 

REVIEW 

3 r>  . r * II  ^ « i» 

a.  xyejLjLfte  uemana* 

2.  On  this  space: 

(a)  draw  a typical  demand  curve; 

(b)  label  the  line  that  shows  demand; 

(c)  label  the  line  which  indicates 
quantity  demanded; 

(d)  label  the  line  which  indicates 
price. 


3.  A demand  curve  has  slope. 

4.  The  way  that  quantity  demanded  changes  as  price  changes  is 

accounted  for  by  the  ' effect. 


UNIT  II 

Lesson  No.  3 ANSWERS  TO  REVIEW 


1.  (in  your  own  words):  Demand  is  the  price-quantity  relationship. 

It  is  the  relationship  between  all  of  the  possible  prices  of  a 
commodity  and  the  quantity  buyers  will  take  at  each  price  on  a 
certain  day. 

2.  Price 


3.  A demand  curve  has  negative  slope. 

4.  The  way  that  quantity  demanded  changes  as  price  changes  is  accounted 
for  by  the  substitution  effect. 


FRAME  I 


Program  6 
DEFINING  SUPPLY 


As  you  have  seen,  DEMAND  is  a relationship  between  prices  and  quantity 
demanded  at  each  price. 

SUPPLY  is  also  a relationship — between  prices  and  quantity  supplied  at 
each  price. 


In  the  case  of  SUPPLY,  however,  the  higher  the  price,  the  hlghe 
the  quantity  supplied. 

Would  this  be  s market  demand  or  a market  supply  schedule? 


Price  per 

Quantity 

skateboard 

(demanded  or  supplied?) 

Auqust,  1967 

< 

$ 6 

850 

8 

820 

10 

780 

12 

* 

732 

14' 

675 

16 

600 

18 

500 

20 

400 

22 

290 

(a) 

market 

demand 

(b) 

market 

supp 1 y 

(a)  Market  demand  schedule. 


U* 


3jO 
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A market  supply  schedule 


I ooks 


I i ke  this: 


Market  Supply  Schedule  for  Skateboards. 
August,  1967 

Price  per 

skateboard  Quanti ty  Supp I ied 

(1000's  of  skateboards) 

290 
400 
500 
600 
675 
732 
780 
820 
850 


$ 6 

8 

10 

12 

14 

16 

18 

20 

22 


As  you  can  see,  the  higher  the  price,  the  more/fewer 

(pick  one) 

skateboards  the  manufacturers  are  willing  to  supply 
at  each  price. 


more 


! o 
ERIC 
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frame:  3 


n 


A demand  schedule  and  a supp I y schedule  are  similar  in  that  both  show: 

(a)  that  low  prices  correspond  to  high  quantity. 

(b)  relationships  between  prices  and  Quantities. 

(c)  negative  relationships  between  Drice  and  quantity. 


(b)  relationships  between  prices  and  quantities. 


FRAME  4 


RUT,  the  price-ouanti ty  relationship  evident  in  a SUPPLY  schedule  diffe 
from  that  in  a DEMAND  schedule. 

In  a supply  schedule: 

(a)  The  higher  the  price,  the  higher  the 

quantity  supp lied. 

(b)  The  higher  the  price,  the  lower  the 

quantity  supplied. 

(c)  The  lower  the  price,  the  higher  the 

guant i ty  supp lied. 


(a)  The  higher  the  price,  the  higher  the 
quantity  supp I ied. 


-XS- 

Er|c  * Tu  j 


FRAME  5 


Like  the  market  DEMAND  schedule 
of  events  occurring  in  the  market 


the  market  SUPPLY  schedule  is 
at  a particuiar  point  in  time. 


a mode  I 


Market  Supply 

Schedule  for  Skateboards 

August,  1967 

Price  per 

skateboard 

Quant i ty 

(1000’s  of  skateboards) 

S 6 

290 

8 

400 

10 

500 

12 

600 

14 

675 

16 

732 

18 

780 

20 

820 

22 

850 

When  you  draw  a Supply  curve  for  the  above  schedule,  you  are  simply 
— putting  the  model  into  a different  form. 

Use  the  Skateboard  Supply  Schedule  to  plot  the  skateboard 
Supply  curve  in  the  space  below. 

j (Note:  As  in  demand,  price  is  shown  on  the  vertical  scale, 

quantity  on  the  horizontal  scale.) 

PRICE 

$ 

20 

I 5 

I 0 

5 

0 

1234  56789  iO  QUANTITY 

( '00,000’s) 


- 

Ml  1 

TTTT 

1 

TTTT 

1 

I 

i 

1 

1 

! o 
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AE-SAME  5 - cont i nnpd ) 


FRAME  6 

What  is  the  price-quantity  relationship  shown  by  the  SUPPLY  curve? 

Ca)  Positive 

fb)  Negative. 


(a)  Positive. 


A SUPPLY  curve  ha 
relation  between 
quantity  supp I ied 


s positive  slope,  showing  a positive 
price  and  quantity — the  greater  the 
by  producers,  the  higher  the  price. 


FRAME  7 


Here  ! s 


a qu,ck  Check  to  see  if  you've  got  the  definition  of 
Is  this  statement  true  or  false? 

For  the  curve  just  drawn,  at  a price  of  $10  the 
supply  is  500,000. 


SUPPLY. 


(a)  True 

( b ) False 


~°iC  - 


( FPAMF  7 - continued) 


( b ) False. 

The  quant i ty  supp I i ed  at  $10  would  be  500,000. 
But  Supp I y is  the  relationship  between  prices 
and  the  quantity  supplied  at  each  price.  The 
whole  curve  describes  supply. 


FRAUD  p 


Let  us  emphasize  again:  the  market  SUPPLY  schedule  and  the  SUPPLY  curve 
are  a model  of  the  supply  side  of  the  market  at  some  specified  point  in  time 
It's  as  though  all  the  suppliers  are  saying  in  chorus:  "Right  now,  with  all 

of  the  conditions  that  affect  the  market,  for  any  price  you  want- to  name, 
these  are  the  quantities  we  will  supply.  ~ 


A SUPPLY  curve  from  real  life  often 
looks  like  the  one  at  right: 

The  positive  slope  of  the  SUPPLY 
curve  tells  us  that  sellers  will 
not  increase  the  amount  sold 
un I ess  the  price  is  higher. 


< 

Why  do  sellers  insist  that  the  price  must  be  higher  if  the 
quantity  supplied  goes  higher? 


Diminishing  marginal  returns. 


FRAUD  9 


Remember  the  Law  of  Diminishing  Returns? 


When  one  or  more  factors  of  production  are  fixed, 
increasing  output  by  increasing  other  factors  of 
production  leads  eventually  to  diminishing 
marginal  returns. 


-C, 


o 

ERIC 


(FRAME  9 - continued) 


If  you  increase  only  some  of  the  inputs,  then  equal  steps  of  added  input 
hrinq  about  smaller  and  smaller  additions  to  output. 

Or  to  apply  that  to  the  case  of  a typical  skateboard  manufacturer,  as  he 
tries  to  make  more  and  more  skateboards  without  increasing  all  of  his  inputs 
the  cost  of  making  a skateboard  keeps  going: 

(a)  up 

(b)  down 


, 

(a)  up.  (If  you  would  like  to  review  the  Law  of 
Diminishing  Returns,  return  to  Unit  I,  Lesson  2.) 


FRAME  10 


One  of  these  SUPPLY  curves  shows  the  effect  of  diminishing 
returns  on  supply.  Which  one? 


O 

ERIC 
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Iho  cuPPLv  curve  is  a "right  now”  picture  of  the  supply  s ' de  of  the  market. 
I*  shows  what  can  bo  supplied  at  each  price  with  existing,  available  inputs. 
rmrne  of  these  i nnuts- cannot  he  Changed  overn i aht-- i nputs  such  as  size  of 
building,  number  of  machines,  perhaps  even  some  kinds  of  manpower  and 
materials. 


The  Law  of  Diminishing  Returns  operates  in  our  model  of 
the  SUPpt.Y  side  of  the  market  because  some,  at  least,  of 
the  inputs  are 


f i xed . 


1 


4 u i) 


CRITERION  TEST 


Check  the 
( a ) 


(b) 

(c) 


(d) 
( r ) 


(f  ) 


statements  that  are  true; 

SUPPLY  is  the  quantity  producer  s are  willinq  to  sell  at  any 
q i ven  n r i ce . 

A SUPPLY  curve  has  a nos i t i ve  si  one. 

SUPPLY  is  a re  I a + i onsh i p between  prices  and  quantity  supplied 
at  each  price. 

The  hiqhor  the  quantity  suppliec,  the  h i nher  the  price. 

A SUPPLY  curve  shows  the  pr ice-quan t i ty  relationship  for  a 
specified  point  in  time. 

The  negative  slope  of  the  SUPpLY  curve  indicates  that  returns 
diminish  as  the  quantity  supplied  increases. 


2,  Draw  a SUPPLY  curve  that  shows  the  effect  of  diminishing  returns  on 
SUPPLY;  label  the  lines  that  show: 

(a)  supply 

(b)  ouantirv  supplied 

(c)  Price 


O 
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ANSWERS  TO  CRITERION  TEST 


The  sta te(Ti«n 1 3 Midi  are  True: 

(b),  (c),  (.c),  (e). 

(a)  is  i ice  meet  because  SUPPLY  Is  a relationship,  not  one  of  the 
vari rb  es. 

(f)  's  incorrect  because  the  slope  of  , he  SUPPLY  curve  is  positive; 
with  that  change,  the  statement  is  true.  r *’ 


F ri  ce 


Also  correal  is  a rurvo  with  a slope  that  Is  increasingly  positive 
Price 


Supp I y 


* Quantity  Supplied 


i M I T 1 I 
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Program  7 

PRICE  DETERMINATION 


I ntroduct ion 


Like  sportscasters  giving  you  the  pre-game  rundown  on  two  football  teams, 
we  have  described  Demand  and  Supply,  but  we  have  not  said  what  happens  when 
they  clash  head  on.  We  have  not  described  how  buyers  and  sellers  get  together 
and  how  the  final  market  price  is  determined. 

In  real  life,  the  bargaining  and  dickering  that  aoes  on  between  buyers  and 
sellers  can  be  incredibly  complicated.  We  can,  however,  keep  the  action 
fairlv  simple  if  we  make  use  of  a model.  As  you  know,  when  we  use  a model, 
we  often  make  simplifying  assumptions.  Earlier,  for  example,  we 
assumed  that  Supply  and  Demand  conditions  were  known  and  fixed. 

In  this  case,  we  will  use  a model  of  a highly  competitive  market,  and 
again  we  will  assume  that  Demand  and  Supply  conditions  are  not  chanaing. 

In  a market  that  is  highly  competitive,  we  assume  that  there  are  a great 
number  of  small  sellers  and  buyers,  all  dealing  in  a single  product.  A 
point  to  note  is  that  when  we  use  this  model,  we  look  only  at  the  whole 
market  with  its  many  buyers  and  many  sellers.  We  do  not  consider  the 
actions  of  individuals. 


FPAMF  I 


In  n "highly  competitive  market, 11  can  any  one  buyer  or  any  one  seller 
influence  the  market?  Why? 


No.  In  a highly  competitive  market,  we  look  at  the  whole 
market.  Our  model  simplifies  the  action  and  qive~Ijs~a 
wide-angle  view  of  the  entire  picture.  What  a single  buyer 
or  seller  does  can't  alter  that  picture.  (one  person  can 
join  a crowd  or  leave  it — from  a rooftoo  you  can't  tell 
the  d i f f erence . ) 


FRAME  2 


Now  consider  Supply  and  Demand  curves.  If  you  add  or  subtract  a buyer 
or  seller  from  a highly  competitive  market,  is  there  any  effect  on  the  curve? 

(a)  Yes 

(b)  No 


No.  It  takes  the  combined  behavior  of  a qreat  number  of 
buyers  and  sellers  to  have  any  real  effect  on  Supply  and 
Demand  in  this  kind  of  market.  (That's  a Supply  and  Demand 
condition  we  haven't  mentioned  before,  but  take  note  of  it.) 


FRAME  3 


The  kind  of  market  we  * t I be  talkinq  about  here  is  one  in  which  there  are 
so  many  sellers  that  a single  firm  can  enter  or  leave  the  industry  without 
affecting  the  Supply  or  Demand  curve.  A few  buyers  can  come  or  go  unnoticed, 
too,  for  the  same  reason. 

What  do  we  call  this  kind  of  market? 


-511  - 
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(FRa^L  3 - continued) 


Highly  competitive. 


FRAME  4 


Think  about  competition  for  a moment.  Competition  among  buyers  tends  to 
force  prices  up /down. 

(pick  one ) 


FRAME  5 


When  there's  shortage  of  a particular  product,  competition  among  buyers 
tends  to  force  prices  up. 

Let's  see  what  heppens  if  there  is  too  much  of  a product.  If  the  quantil 
supplied  exceeds  the  quantity  demanded, 

(a)  there  is  competition  among  buyers/se I I ers . 

(pick  one" ) 

(b)  price  tends  to  go  up/down. 

(pick  one ) 


An  excess  of  quantity  supplied 

(a)  leads  to  competition  among  sellers 

(b)  and  tends  to  force  price  down . 


O 
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FRAME  6 


I n qenera I , then  : 

- If  there  is  too  little  of  a product  available,  competition  among 
buyers  tends  to  force  prices  up. 

- If  there  is  too  much  of  a product  available,  competition  among 
sellers  tends  to  force  prices  down. 

Now  letfs  look  at  that  more  carefully  in  the  price-quantity  relationship 
of  Demand  and  Supply.  To  do  so,  wef I I construct  our  model  of  a highly 
competitive  market: 


Market  Demand  and  Supply  of  Boys  Sports  Jackets 
July  7,  1967 


(1,000's) 

(Please  refer  to  these  graphs  for  frames  6 throuqh  9) 
According  to  the  graphs,  at  a price  of  $15: 


The  quantity  supplied  is 
The  quantity  demanded  is 


(a) 

250,000 

(b) 

100,000 

O 
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FRAME  7 


If  suppliers  make  available  250,000  of  these  jackets  at  $15  each,  how  many 
will  be  sold? 


At  $15,  the  quantity  demanded  is  only  1 00,000.  Suppliers 
will  have  an  excess  quantity  of  150,000. 




frame  8 


If  the  suppliers  want  to  sell  250,000  jackets,  at  what  price  must  they 
se I I them? 


$10.  The  Demand  curve  shows  that  to  sell  250,000,  the  price 
must  be  $10. 


FRAME  9 


(a)  For  150,000,  what  price  are  buyers  willing  to  pay? 


(b)  For  150,000,  at  what  price  are  suppliers  willing  to  sell? 


(a ) 

$12 

(b) 

$12 

-I  O0- 


FRAME  10 


According  to  the  graphs, 

(a)  How  manv  prices  are  there  at  which  the  quantity  suppliers 
will  sell  equals  the  quantity  people  will  buy? 

(b)  What  is  the  price? 


( a ) 

one 

(b) 

$12 

FRAME  I I 

-Hnzurzz  c? 


Market  Demand  and  Supply  for  Boys'  Sports  Jackets 
P July?,  1 967 


( 1,000's  ) 

Here  we  have  compined  the  Demand  and  Supply  curves  you  have  just  been 
studying.  This  diagram  is  a model  of  the  sports  jacket  market  on  July  7, 
1967.  (For  Frames  II  to  13,  please  refer  to  the  graph  above.) 

There  is  one  price  at  which  quantity  demanded  and  quantity  supplied  are 
the  same.  This  price  we  will  call  the  market  equ i I i br i urn  price. 

What  can  we  say  about  the  curves  for  Demand  and  Supply  at  the 
market  equilibrium  price? 


ERIC 
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(FRAME  II  - continued) 


The  answer  we  hoped  for  was  that  at  the  market  equilibrium 
price  (in  this  case,  $12),  the  Demand  and  Supply  curves 
i ntersect. 


FRAME  12 


The  price  at  which  the  Demand  and  Supply  curves  intersect  is  called  the 


price. 


Market  equilibrium  price. 


FRAME  13 


Why  is  it  called  the  equi I i bri urn  price? 


Because  at  that  price  ( i n your  own  words) 


The  quantity  that  buyers  are  willinq  to  buy  is  equa I to 
the  quantity  that  sellers  are  willing  to  take.  There  is 
an  eaui librium  or  balance  at  this  price. 


FPAt't:  14 


■ Sunn  I v rur vo  for  men '5 
''rev.  nl-v.l"',  for  Apqur.t  56,  1967. 

(a)  on  the  same  qraoh,  drew  a 
Demand  curve  from  this 
schedu  le : 


(b)  What  is  the  eaui librium  price? 


$26 


20. 


15 


1 Market  Demand  Schedule 
for  Menfs  Dress  Slacks 
August  16,  1967 

10  _L 

Pr  ice 

Ouant i tv 

1 

* 

00 

100,000 

5 

15 

150,000 

* 

% 

12 

200,000 

1 

9 

250,000 

0-- 

50 


— « — 

too 


1 50  200  250° 

( 1 000 ' s ) 


Now  Set's  see  what  happens  if  the  price  is  below  the  equilibrium  price. 
Sunpose  that  the  price  is  at  $9. 

(a)  What  is  the  quantity  demanded? 

(b)  What  is  the  quantity  supplied? 


- Ic3  - 
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(a) 

250,000 

(b) 

50,000 

FRAME  16 


At  $9,  quantity  demanded  exceeds  Quantity  sudd  lied  bv 
250,000  - 50,000  = 200,000 


When  there's  a shortage  of  a oanicular 
qood  or  service  at  a Darticular  price,  what 
happens  to  price? 


(a)  price  increases 

(b)  price  decreases, 


FRAME  17 


Why  does  price  increase  when  there's  a shortage  (i.e.,  when  the  quantity 
demanded  is  less  than  the  quantity  supplied)? 

(in  your  own  words) 


There's  competition  among  buyers. 


-10  4- 
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( 1,000's) 
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fi 


(For  frames  18  to  20,  please  refer  to  the  following  table.) 


Market  Demand  and  Supply  Schedule 
for  a product  for  ore  week 

Quant  itv  of  Product  per  Week 

Price 

Ma  rket 

Marke+ 

$ 

Demand 

Supp  1 y 

i 

5000 

3000 

2 

4500 

3500 

3 

4000 

4000 

4 

3500 

4400 

5 

3000 

4700 

6 

2500 

4900 

7 

2000 

5000 

(a)  What  is  the  equilibrium  price?  $ 

(b)  What  quantity  is  sold  at  this  price? 


(a)  $3;  (b)  4000. 


FRAME  19 


If  manijf acturers  make  4400  of  these  articles  in  a week  and  offer  them  for 
sale  at  $4,  what  will  happen? 

( in  your  words ) 


The  price  is  too  high  to  sell  the  full  4400.  Quantity 
supplied  exceeds  quantity  demanded  by  4400  - 3500  = 900. 

t 


O 
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The  equilibrium  price  is  one  at  which  buyers  can  buy  all  they  want  and 
sellers  can  sell  all  they  want— it  represents  the  market  in  balance. 

Now  it's  your  turn  to  construct  a model  of  a market.  Using  the  table 
we  gave  you  in  Frame  18,  assume  that  there  are  fixed  Demand  and  Supply 
conditions  and  graph  the  supply  and  demand  curves  for  the  product. 

P|^f  both  curves  on  the  graph  below: 


( 1,000's) 


O 
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CRAME  21 


In  this  market,  at  S8  + he  quantity  supplied 
exceeds  quantity  demanded.  Is  the  e>qht-doll 
price  too  high  or  too  lew? 


Too  high. 


FRAME  22 


At  which  of  the  fol'owinq  prices  does  demand  exceed  supp I y? 


FRAME  23 


At  the  equilibrium  price  for  this  market,  quantity  demanded  is: 

greater  than  / equal  to  / less  than  quantity  supplied. 

(p}ck  one) 


P 


(FRAME  23  - continued) 


Ouantity  demanded  is  equal  to  quantity  supplied.  if  there  is 
no  excess  of  Supply  or  Demand,  price  is  in  equilibrium. 


FRAME  24 


At  the  equilibrium  price,  why  won't  competition  between  buyers  and  sellers 
make  price  change? 

( i n your  own  words ) 


At  that  price,  quantity  supplied  equals  quantity  demanded. 
Everyone  in  the  market  can  be  satisfied.  With  the  price 
in  equilibrium,  buyers  can  buy  as  much  as  they  want  and 
sellers  can  sell  as  much  as  they  want. 


FRAME  25 


When  quantity  supplied  exceeds  quantity  demanded,  you  would  expect  to 
find  that  the  price  is: 

greater  than  / equal  to  / less  than  the  equilibrium  price, 
(pick  one ) 


greater  than. 


FRAME  26 


When  quantity  demanded  exceeds  quantity  supplied,  you  would  expect  to  find 
that  the  price  is: 

greater  than  / equal  to  / less  than  the  equilibrium  p rice. 

(pick  one)  "" 


O 
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(FRAME  26  - continued) 


less  than 


quantity  supplied  (There  is  an  excess  quantity  supplied  of 

100,000.) 


FRAME  28 


Why  will  manufacturers  generally  be  unable  to  sell  all  of  their  output 
at?, 20? 


The  price  is  too  high  to  induce  buyers  to  buy  as  much  as 
sellers  want  to  sell.  (Since,  on  the  whole,  buyers  won’t 
patronize  sellers  whose  prices  are  too  high,  sellers  will 
come  down  to  the  equilibrium  price.) 


FRAME  29 


Do  you  have  any  idea  why  sellers  don't  just  keep  the  price  up  at  $20  and 
set  I less? 


(Answer  in  your  own  words) 
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cont i nued ) 


In  a highly  competitive  market,  sellers  can’t  just  set  a 
price  arbitrarily  and  stick  to  it--there  will  always  be 
some  sellers  reducing  price  to  make  more  sales.  This  is 
why  we  chose  such  a market  for  our  model  rather  than  a 
market  dominated  by  a single  supplier.  A single  supplier 
could  fix  price  any  place  he  pleased.  In  the  kind  of 
market  we  have  been  discussing,  however,  what  a single 
firm  does  cannot  affect  the  curves  at  all. 


•-lib  — 
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I.  In  this  market, , what  is  the  equilibrium 
price  and  quantity? 


(a)  Price 

(b)  Quantity 


2.  At  the  moment  the  market  price  is  $40 
and  there  is  excess  quantity.  Is  the 
excess  one  of 

Demand  or  of  Supply? 


3.  Here,  at  a market  price  of  $4  quantity 
supplied  exceeds  quantity  demanded  by: 
(choose  one) 

(a)  20,000 

(b)  10,000 

(c)  5,000 


( 1000's) 


4.  In  + he  market  above,  is  a price  of  $4  too  high  or  too  low? 

5.  Why  doesn't  competition  between  buyers  or  between  sellers  force  the  price 
away  from  the  equilibrium  level  once  it  gets  there? 

(Your  own  words) 


-PI  " 
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ANSWERS  TO  CRITERION  TEST 


1 . (a)  Price:  $20 

(b)  Quantity:  40,000 

2.  Supply 

3.  10,000 

4.  Too  high 

5.  The  equilibrium  price  is  one  at  which  buyers  can  buy  all  they  want  and 
sellers  can  sell  all  they  want.  Since  at  that  price  there  \ s no  excess 
of  quantity  demanded  or  of  quantity  suoolied  (they  equal  one  another), 
buyers  and  sellers  are  satisfied  with  the  price  the  way  it  is. 


LESSON  3 


UNIT  II 
Exercise  2 


SUMMARY  QUESTIONS  ON 
MARKETS , SUPPLY  & DEMAND 
AND  PRICE  DETERMINATION 


1.  DEFINING  A MARKET 


For  the  following  market  situations,  try  to  figure  out  whether 
the  market  is  a local , regional  or  national  market • In  column  3, 
give  your  reasons  for  your  decisions  about  the  geographic  extent  of 
the  market. 


COLUMN  1 
The  Market 

COLUMN  2 

Geographic  Limit 

COLUMN  3 

Reasons  for  your  Decision 

1*  Cigarette  sales 

by  the  manufacturers 

2.  Retail  car  sales 

3.  Sale  of  TV  repair 
services 

4#  Jet  plane  sales 
by  manufacturers 

_ 

2.  Most  demand  curves  have  a negative  slope;  people  buy  more  of  the  product 
at  lower  prices.  Explain  why  this  is  true  for  most  products. 


3.  Supply  curves  have  a positive  slope;  sellers  will  not  sell  more 
unless  the  price  increases.  Explain  why  this  is  true. 


ERjt 
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4.  The  following  table  is  a model  of  the  demand  for  and  supply  of 
gidgets  for  a particular  week.  The  market  is  perfectly  competitive. 


I 

PRICE  GIDGET 

II 

MARKET  DEMAND 
QUANTITY  PURCHASED 
PER  WEEK 

III 

MARKET  SUPPLY 
QUANTITY  SOLD 
PER  WEEK 

1.00 

5000 

3000 

2.00 

4500 

3500 

3.00 

4000 

4000 

4.00 

3500 

4400 

5.00 

3000 

4700 

6.00 

2500 

4900 

7.00 

2000 

3000 

a.  What  will  be  the  market  price  and  quantity  sold  per  week  in 
this  model? 

PRICE 

QUANTITY  SOLD  


b.  Prove  that  there  is  only  one  possible  stable  market  price  by 
describing  what  would  happen  in  the  market  if  the  price  were  $1.00; 
if  the  price  were  $7.00 
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There's  more  to  a demand  curve  than  meets  the  eve  ! As  a model  of  consumers’ 
willingness  to  buy,  a demand  curve  does  a vast  job  for  the  economist.  It  not 
only  summarizes  the  relatiorahip  between  the  Quantities  of  a product  demanded 
at  each  price,  but  it  also  ref lects  cond i tions  that  determine  that  relation- 
ship. 


ile  curve  tells  us  that  buyers  will  buy  certain  amounts  at  certain  prices. 

Pu  why  those  amounts  at  thos*  prices?  Why  is  there  one  demand  schedule  for, 
say,  dc I uxe  bathtub  p I uqs  one  day  and  another  demand  schedule  for  another  day? 
khat  conditions  cause  the  pr .ce-quant i ty  relationship  to  change?  There's 
alwa/s  a combination  of  reasons: 


GO  AHEAG  TO  THE  NEXT  FRAME 
FRAME  2 

Sjpocse  that  today  there  art  more  buyers  who  are  shower-takers  than  there 
are  tuo-soakers.  Yeste^s^v,  the  situation  Was  reversed  and  more  tub-soakers 
were  shopping. 

Wha4-  happens  to  the  demen j ct«'»*'  for  bathtub  plugs  from  one  dav  to  the 


P 


here? 


tastes  change,  :o  do  such  thinqs  as  income, 
expectations  of  ■‘uture  income,  the  cost  of 
borrowing  money,  and  the  price  and  nature 
of  substitutes — t<  name  a few. 


next? 


Yesterday,  when  wore  tub-soakers 
were  shopping,  ■‘ie  curve  looked 
like  this  . . . 


P 


Demand  for 
bathtub  plugs 


0 


Today,  with  rore  sh ~>wer-takers  P 

shopping,  th  derram  curve  for 
bathtub  p I ucs  looxs  lire  this  . . . 


(FRAME  2 - cor  firmed) 


.you  . 


O r » c 

uuyci 


cJb  i tri  cat  « 


not  the  same  today  as  they  were  yesterday. 


The  curve  has  shifted  to  the  left  because 
DEMAND  for  the  plugs  has  i ncreased/decreased . 

(pick  one) 


decreased 

S 


FRAME  3 


P 


When  DEMAND  decreases,  is  the  new  DEMAND  curve 
on  the  right  or  on  the  left  of  the  old  one? 

(a)  riaht 

(b)  left 


on  the  left 


FRAME  4 


When  DEMAND  increases,  the  new  DEMAND  curve  will  be  on  the  right. 


When  DEMAND  changes,  the  entire  curve  shifts  on  the  graph. 
The  result  is  a new  curve,  in  a new  location. 


On  the  qraph  above,  draw  in  a new  curve,  D_,  ti.at  indicates 
an  increase  in  DEMAND. 


O 
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FRAME  5 


When  DCMAND  increases,  the  DFMAND  curve  shifts  to  the  rioht. 

When  DEMAND  decreases,  the  curve  shifts  to  the  left. 

The  curve  is  a model  which  reflects  the  conditions  determinino  the 
price-quantity  relationship  at  a particular  time.  (There  is  always  just 
one  DEMAND  curve.  The  dotted  line  on  the  oraph  represents  a curve  that 
no  I onqer  ex i sts . ) 

Suppose  you  examine  the  DEMAND  curve  for 
some  item  for  last  Mondav  and  the  Mondav 
before  that.  You  find  that  the  curve  is 
the  same  for  both  days.  Is  the  following 
statement  true? 

If  there  have  been  any  chanqes  at  all  in 
DEMAND  conditions  for  that  item,  they  have 
probably  been  small  and  of  a kind  that 
cancel  each  other  out. 

(a)  True 

( b)  False 


True 

The  DEMAND  curve  is,  if  you 

like,  a sumnarv 

of  the  DEMAND  conditions. 

1 f the  curve  i s 

unchanged  from  one  date  to 

another,  there 

has  probably  been  no  chanqe 

in  DFMAND 

condi t ions. 

fRAME  6 


The  location  of  a DEMAND  curve  for  any  oood  or  service — at  any  one 
t i me--depends  on  all  kinds  of  conditions. 


-in- 
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(FRAME  6 - continued) 


Tjsie  was  an  example  of  one  DEMAND  condition;  i ncome  is  another.  The 
more  money  people  have  available  to  spend,  the  more  DEMAND  will  increase. 

Take  a DEMAND  curve  for  lawn  furniture 
in  a particular  area. 

If  the  curve  looks  like  this  when 
incomes  a he  low  . . . 

How  miqht  the  new  curve  look  when  incomes  are  high? 

(check  one) 


(a)  - 

(b) 

( c) 

\/°  2 

\ 

,D1 

V 

x \ 

/\°  1 

\V 

The  entire  DEMAND  curve  would  shift 
to  the  right  if  income  went  up, 
since  DEMAND  would  increase. 


FRAME  7 


A change  in  current  income  is  not  the  only  demand  condition  that  can 
bring  about  an  increase  or  decrease  in  DEMAND.  Expectations  of  future 
income  can  do  the  same  thing. 


For  example,  rumor  sends  housewives  to  markets  on  "stocking  up"  sprees, 
and  their  husbands  decide  to  buy  that  extra  set  of  tires  "just  in  case." 

Or,  talk  in  a cotton  town  that  "the  mill  may  close  down"  could  have  an 
overall  effect  on  consumer  purchases;  fear  of  unemployment  would  decrease 
DEMAND  for  goods  and  services  throughout  the  cummunity. 


Suppose  that  curve  D|  represents 
current  DFMAND  for  a new  garbage 
disposal  unit  in  the  cotton-mill 
town . 


Draw  a new  curve  (0^) 
direction  the  DEMAND 
shift. 


to  show  which  direct 
curve  wou I d 


-iU- 


p 


1 


The  curve  shifts  to 
the  left  when  DFMAND 
decreases . 


FRAME  8 


There  are  many  DEMAND  conditions.  What  all  of  them  have  in  common  is  that 
they  are  variable.  The  conditions  that  apply  at  one  time  can  be  different 
at  another  time. 

Consider  interest  rates.  if  they  qo  down,  the  cost  of  borrowing  money  goes 
down,  making  it  easier  for  people  to  get  loans.  As  a result,  buyers  may 
think  about  doinq  some  building  or  remodeling. 

DEMAND  for  construction  services  and  materials  miaht  be  expected  to  qo  up. 

If  DEMAND  for  construction  goes  up  what  kind 
of  change  would  this  condition  cause  in  a 
DEMAND  curve  for  lumber? 

The  new  curve  would  be  on  the  right/ left  of  the  old  one. 

(choose  one) 


r i ght 


FRAME  9 


Another  DEMAND  conditon  we  listed  earlier  was  "the  price  of  substitutes." 

DEMAND  for  an  item  will  change  as  the  price  of  its  substitutes  change. 

For  example,  if  the  price  of  substitute  breakfast  drinks  (also  containing 
vitamin  C)  rose  as  high  as  orange  juice  itself,  would  DEMAND  for  <resh 
orange  juice  increase  or  decrease?  Show  your  answer  by  putting  the  new 
curve  for  orange  juice  demand  on  this  graph: 

DEMAND 
CURVE 
FOR 
FRESH 
ORANOE 
JUICE 


p 


DEMAND  for  fresh  oranqe  juice  would 
increase  because  there  would  no 
longer  be  any  price  advantage  in 
buying  a substitute  product, 

(If  the  price  of  orange  juice  sub- 
stitutes goes  down,  DEMAND  for 
orange  juice  will  decrease.) 


FRAME  10 


There  are  many  factors  affecting  the  position  of  a DEMAND  curve. 

We  have  talked  about  changes  in  taste,  income,  income  expectations,  the 
cost  of  borrowing,  and  the  price  and  nature  of  substitutes,  You  may  be 
able  to  think  of  other  examples. 

DFMAND  increases  or  decreases  depending  on  conditions  at  any  given  time. 

Since  conditions  always  are  changing,  so  is  the  relationship  between  price 
and  nuantitv  demanded — the  two  variables  that  give  us  a DEMAND  curve. 

(a)  When  a DEMAND  curve  shifts  to  the  left, 

DEMAND  has  i ncreased/ decreased . 

(pick  one ) 

(b)  When  a DEMAND  curve  shifts  to  the  right, 

DEMAND  has  i ncreased/ decreased . 

(pick  one) 

(c)  A shift  in  a DEMAND  curve  implies  that  there 

are  now  two  DEMAND  curves  / is  a new  DEMAND  curve  to 
replace  the  old  one.  (pick  one) 


(a)  decreased. 

(b)  increased. 

(c)  There  is  a new  curve  to  replace  the  old  one. 


- I 0.  c — 
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F RAMP.  I I 


Imagine  that  the  following  situations  are  true.  In  each  case,  tor  the 
rifocuct  named:  (a)  state  whether  demand  will  increase  or  decrease;  (b)  stare 

whieti  way  the  DEMAND  curve  for  the  product  will  shift;  (c)  identify  the  DEMAND 
condition  that  has  caused  the  change. 


r 

| Situation  & Product 

Effect  on 
DEMAND 

D i rect i on 
curve  w i ! ! 
shift 

DEMAND 
Cond i 1 5 on 
1 nvo 1 ved 

(rO  Advertisers  have  convinced 
women  that  brunettes  have 
more  fun. 

Product:  Blond  hair  color- 

i nq. 

(b)  Federal  income  tax  is 
reduced  for  all. 

Product:  All  ooods  and 

set  v i ces . 

(c)  restrictions  on  credit 
make  it  hard  to  borrow 
money. 

Product:  Major  appliances, 

such  as  stoves, 
freezers,  etc. 

t 

(d)  Fxtra-iow  rates  are  announced 
for  long-distance  telephone 
calls  after  6p.m. 

Product : Te 1 eg  rams . 

(a) 

decrease; 

left;  change  in  taste. 

(b) 

i ncrease; 

right;  income 

i ncreases, 

(c ) 

dec re a se; 

left;  cost  of 

borrow i ng  i ncreases. 

(d) 

decrease ; 

left;  price  of 

substitute  is  lower. 
— 

4 


Which  of  the  following  could  cause  the  above  shift 
ir,  DEMAND? 

(a)  DEMAND  for  houses  after  . i nterest  rates  ori  loans 
dec  I i ne. 


(b)  DEMAND  for  all  goods  and  services  following  a 
government  prediction  of  a large  increase  in 
the  number  of  jobless. 


(c)  DEMAND  for  clothing  in  a poverty  area  where  a new 
government  program  provides  jobs  for  all  who  need 
them. 


(d)  An  announcement  of  a low-priced  substitute  for 
the  product  described  by  the  curve. 


(a)  and  (c). 

The  curve  has  shifted  to  the  right,  indicating  an 
increase  in  DEMAND.  If  it  costs  less  to  borrow 
money  to  buy  a house,  it's  reasonable  to  assume 
that  DEMAND  for  houses  will  increase.  Similarly, 
if  jobs  are  provided  in  a poverty  area,  DEMAND  for 
clothing  is  likely  to  increase. 

The  other  tv.o  alternatives  suggest  that  a decrease 
in  DEMAND  is  likely.  If  people  fear  that  they  are 
about  to  lose  their  jobs,  they  will  cut  back  on 
spending.  A low-priced  substitute  is  likely  to 
decrease  DEMAND  for  the  original  product. 


- I Q£- 


CRITERION  TEST 


I.  If  a DEMAND  curve  moves  from  its  original  position,  wo  Know  thaf  thero 
has  been  a change  in: 

(check  one) 

(a)  the  quantity  demanded; 

(b)  DEMAND  conditions; 

(c)  price. 

7.  If  the  DEMAND  curve  moves  to  the  right: 

(check  ALL  correct  statements) 

(a)  DEMAND  has  increased; 

(b)  DEMAND  has  decreased; 

(c)  The  price-quantity  relationship  has  changed; 

(d)  DEMAND  conditions  have  changed; 

(e)  Quantity  demanded  will  probably  change. 

3.  Beside  each  of  the  following  products  is  a change  in  DEMAND  conditions. 
Indicate  with  a check  mark  what,  if  any,  effect  the  changed  condition 
will  have  on  DEMAND  for  the  product. 


Product  Condition 

Effect  on  DEMAND 

Curve  shifts 
right 

Curve  shifts 
left 

No  change 

Can't 
Tel  1 

(a)  Gray  pants  "New  look  is 
for  for  bright- 

teenagers  color  checks. 

(b)  Bread  Start-up  of 

new  factory 
makes  jobs 
for  all  in 
commun i ty . 

l 

(c)  Au+omo-  Start-up  of 

biles.  new  factory 

makes  job 
for  all  in 
commun ity 

(d)  Cigars.  Cost  of 

borrowi ng 
money  goes 
down . 

4:<-: 


ANSWERS  TO  CRITERION  TEST 


1 . (b) 

2.  (a),  (c>,  (d),  (e). 

3 (s)  Curve  shifts  left. 

(b)  probably  no  change 

(c)  Curve  shifts  right. 
(d>  Can't  tell. 


1 


4 yj 
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UNIT  I I 
Lesson  4 


Progrow  ° 
SUPPOT  CONDITIONS 


FRAME  I 


Suoply  conditions  are  all  those  factors  that  affect  the  supply  curve — 
that  is,  the  quantity  which  will  be  sold  at  each  price  on  any  given  day. 
Generally  speaking,  supply  conditions  are  things  tnat  affect  the  cost  of 
product  ion . 


The  more  It  costs  a manufacturer  to  produce  an  article,  the 
more/less  he  will  supply  at  any  given  price. 

(pick  one) 


less. 


FRAME  2 


Conditions  that  Increase  production  costs  will 
Supp ly. 


tend  to  i ncrease/ decrease 
(nick  one) 


decrease 


FRAME  3 


Just  as  Demand  conditions  affect  ihe  position  of  the  Dnmard  curve.  Supply 
conditions  affect  the  position  of  the  Supply  curve. 

On  which  side  of  this 
Supply  ciTve  do  you  think 
the.  new  cui  ve  will  be  if 
the  cost  of  production 
ones  up? 


(a) 

1 .ft 

(b) 

right 

— I 'J  ^ 


(FRAME  3 - continued) 


(a)  left 


FRAME  4 


The  price  of  inputs  is  one  example  of  a Supply  condition. 

Here  you  see  the  effect  on  a Supply  curve 
when  the  cost  of  an  input  is  Increased. 

The  rise  in  cost  created  a new  Supply 
curve  to  the  left  of  the  old  one.  A 
shift  to  the  left  means  that  the  amount 
suppliers  are  willing  to  supply  at  any 
given  price  has  been  reduced. 


Suppose  that  this  is  the  Supply  curve  for  f resh, I ettuce  and  that 
S|  is  the  new  position  of  the  curve  after  an  increase  in  the 
price  of  irrigation  equipment  (one  of  the  inputs). 

What  is  likely  to  happen  to  the  Supply  curve  if  water  rates  are 
reduced? 

(a)  The  new  curve  probably  will  be  left  of  S|. 

(b)  The  curve  probably  will  stay  where  it  is  now,  at  S.. 

(c)  The  new  curve  probably  will  be  right  of  Sj. 


(c)  The  price  of  an  input  has  changed,  so  Supply  has  changed 
again.  The  new  curve  probably  will  be  r i ght  of  S| . 


FRAME  5 


In  real  life,  the  Supply  conditions  that  affect  Market  Supply  are  changing 
constantly.  What  assumption  must  we  make  about  Supply  conditions,  however,  in 
looking  at  a particular  Supply  curve? 

( i n your  own  words) 


'A5 


O 


(FRAME  5 continued/ 


The  Supply  curve  assumes  that  all  Supply  conditions  are 
known  and  fixed.  They  are  "frozen"  for  the  period 
being  considered. 


FRAME  6 


Here  we  have  a Supply  curve  which  assumes  certain  Supply  conditions: 


Suppose  there  is  a change  in  one  of  the  Supply  conditions. 
Will  this  same  curve  reflect  the  change? 

(a)  Yes 

(b)  No 


h 


FRAME  7 


What  do  we  have  to  do  to  show  a change  in  Supply  resulting  from  a change 
in  Supply  conditions? 


im- 


442 


Draw  a new  curve. 


frame  « 


Here  is  an  example  of  a 
the  o I d curve. ) 


The  quantity 


change  in  Sunply.  (The  dotted  line  represents 


supplied  at  any  given  price  has  increased/decreased. 

(pick  one) 


p 

decreased 

S_  / <5. 

At  price  P. , the  quantity  supplied  p 

2/  * 1 
/ / 

has  decreased  from  Q|  to  02*  • 

M*  0 * 

/ » # • 

* #r  ! 

^2  ^1 

0 

FRAME  9 


A shift  in  the  Supnly  curve  such  as  the  one  shown  in  the  last 
frame  could/could  not  be  caused  by  a wage  increase. 

(pick  one) 


could 


FRAME  10 


When  the  cost  of  an  input  such  as  materials  goes  down,  what 
happens  to  Supply?  It  i ncreases/decreases . 

(pick  one) 


— 

443 


(rPAMF  1 0 - continued) 


Supply  increases . 


FRAME  I | 


Draw  a curve,  showing  increased  Supply 


FRAME  12 


(a) 


P 


A craftsman  making  gold  jewelry  finds  that 
the  price  of  gold  increases  by  50  per  cent. 


/ 


/ 

/ 

/ 


/ 


/ 

/ 

/ 


Draw  in  a new  Supply  curve  for  his  product. 


y 


268 

- " 
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( FPAM[ 


2 


cent i nued ) 


(h) 


(c) 


A factory  starts  business  renting  land 
on  the  edqe  of  town,  but  eventually — 
because  of  the  town’s  growth — the  factory 
is  in  the  center  of  the  high-rent  district. 

Draw  in  a new  Supply  curve  for  this 
factory’s  output. 

A new  sanding  machine  which  costs  the 
same  as  the  old  machine  reduces  sanding 
time  to  one-half  and  requires  less  labor 
in  the  production  of  skateboards. 

Oraw  in  a new  Supply  curve  for  skateboards 
on  this  graph. 


0 


FRAME  I 3 


The  nrice  of  inputs,  as  mentioned,  is 
Other  examples  of  conditions  that  bring 


one  kind  of  Supply  condition, 
about  a change  in  Supply  are: 


the  quality  of  the  output 
and 


nroduction  methods 


(FRAME  I 7; 


- r.onl  i nu'^r! ) 


Suppose  that  all  of  the  manufacturers  in  the  candle-holder  market  decided 
that  instead  of  supnlyinq  products  hand-carved  out  of  rare  wood  i:y  skilled 
craftsmen,  they  would  sunnlv  cheap  metal  candlesticks  stamped  out  by  n machine. 
Which  of  the  followino  Supply  conditions  would  be  changed? 


(a) 

Price  of  inputs. 

(b) 

Qua  1 i ty  of 

output . 

(c) 

Product i on 

methods . 

All  three:  the  price  of  inputs,  the  quality  of  the  cutout 

and  production  methods.  In  real  life,  conditions  like  these 
will  affect  the  quantity  supplied  at  any  particular  price. 


FRAME  14 


In  the  example  above,  what  assumption  do  we  make  about  Supply  conditions 
in  draw i no  the  supply  curve? 


Conditions  are  known  and  fixed.  We  must  make  this  assumption 
so  that  we  can,  in  a sense,  ''freeze"  the  market  (at  any  one 
point  in  time)  long  enough  to  take  a good  look  at  it. 


FRAME  IS 


Something  has  happened  to  the  price  of  inputs 
for  this  market--what? 


P 


(FPAMf  15 


cont i nued ) 


The  Price  of  inputs  has  decreased , so  the  product  costs  less 
to  produce  and  suppliers  can  offer  more  at  any  given  price. 


FPAMf  lb 


duality  of  output  is  one  of  the  Supply  conditions  mentioned.  It  affects 
the'  Supply  curve  because  quality  is  related  to  price — improving  Quality 
usually  calls  for  more  time  in  production,  more  skill,  better  materials,  and 
so  on . 

In  '/his  market,  the  quality  of  a product  offered  has  changed  cons!  derab  I v . 
Judqinn  by  the  shift  in  the  curve,  quality  is: 


(a) 

p robab 1 y imp  roved 

(b) 

probably  worse 

(a)  Quality  has  been  improved.  Since  it  usually  costs  more 
to  offer  a better  service,  it  is  no  longer  possible  to  provide 
the  same  amount  of  service  at  any  given  price. 


FPA^r  17 


Vo  have  discussed  tnree  of  the  conditions  which  affect  production  costs  and 
thus  affect  Supply.  Indicate  which  change  in  each  condition  wo j I d account  for 
tho  shift  in  this  Market  Supply  curve.  p 


(a) 

Price  of  inputs: 

decreased/ i ncreased 

(b) 

Qua  1 i ty  of  output : 

1 ower/h i qher . 

( c ) 

Production  methods 

worse/better. 

-133- 
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i7  - continued) 


(a)  Price  of  inputs  has  decreased ; (b)  Quality  of  output 
is  lower;  (c)  Production  methods  have  been  made  better. 


FRAME  18 


Experience  tells  us  that  when  these  ideas  about  Supply  are  discussed  in 
class  or  read  about,  confusion  can  creep  in  unless  you  take  care  to  keen 
some  meanings  straight. 

What  you  must  remember  is  that  when  we  talk  about  Supply,  we  mean  the 
price-quantity  relationship  described  in  the  whole  curve. 

Do  not  confuse  Supply  with  Quantity  Supplied  which  is  simply  one  of  the 
variables,  namely  the  amount  made  available  at  any  specified  price. 


P 


The  change  from  point  "a"  to  point 
"bh  is/>s  not  a change  in  Supply. 


(pick  one) 


0 


It  is  NOT  a change  in  Supply  (the  price-quantity  relationship). 
This  is  a change  along  the  Supply  curve  so  that  each  new 
quantity  is  accompanied  by  a new  price. 


FRAME  19 


P 


S 


I ✓ 


The  cnange  from  point  "a"  to  point  "b" 
change  in  Supply. 


Q 


2 


- i31>- 


Q 


0 


(n«7WF  19  - continued) 


This  i_s  a change  in  Supply.  Ouantity  supplied  has  increased 
from  to  but  the  price  P j,  has  not  changed.  (The 
whole  curve  has  shifted,  due  to  a change  in  Supply  conditions.) 


,,frr  ?o 


Visualize  a Supply  curve  for  can  openers.  Ouantity  supplied  ranges  f rom 
so, 000  at  30  cents  to  ?50,000  at  75  cents  for  the  same  product. 

Now  suppose  that  conditions  make  it  less  expensive  to  manufacture  the 
ran  openers  so  that  firms  can  supply  a larger  quantity  at  each  price.  At 
50  cents  for  example,  they  are  now  willing  to  supply  100,000  instead  of 

‘>0,000. 


How  do  economists  refer  to  this  situation? 
As  a change  in: 

(a)  quantity  supplied 

( b ) Supp I y 


(b)  A chance  in  Supply. 
Condi  tons  have  changed  so 
that  there  is  a new  Supply 
curve--a  new  price-quantity 
re  I at i onsh i p . 


To  summarize: 


100  200  300 

( ( 1,000's) 


Supp'y  conditions  such  as  the  price  of  inputs,  the  quality  of  the  product, 
and  prcduction  methods,  all  affect  the  cost  of  production.  Cost,  ir  turn, 
affects  the  Supply  price-quantity  relationship  of  the  market  on  tha+  day. 

If  the  production  costs  increase.  Supply  will  decrease  and  there  vill  oe 
a new  Supply  curve  to  the  left  of  the  old  one. 

If  production  costs  decrease,  Supply  will  increase  and  there  w • I f be 
a new  fupply  curve  to  the  right  of  the  old  one. 

'When  we  talk  about  Supply  (just  as  when  we  talk  about  Demano),  we  mean  the 
price-nuantity  relationship  described  by  the  whole  curve.  Ouantity  supplied 
(or  demanded)  is  simply  one  of  the  variables,  namely  the  amount 
able  at  any  specified  price. 


CRITERION  TEST  - Part  I 


from  the  diagrams  above,  select  the  letters  that  match  these  descr i o t ion 

LETTERS 

I . Sunn  I v curve 

2.  Demand  curve 

3.  Scale  to  measure  Quantity  supplied  

4.  Scale  to  measure  quantity  demanded  

5.  Scale  to  measure  price  

6.  Price-quantity  relationship  

7.  Negative  slope  

8.  Positive  slope 


— I LS=>  - 
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CRITFRION  TF.ST  - Part  11 


1.  Which  of  the  following  shows  an  i 
answers  ): 

(a)  Chanqe  from  point  a to 

(b)  Shift  from  cruve  I to  < 

(c)  Shift  from  curve  3 to  1 

(d)  Chanqe  f rom  point  c to 

2.  These  curves  all  describe: 


crease  in  Demand  (check  all  correct 

b in  Graph  A. 

:urve  2 i n Graph  A . 

:urve  4 in  Graph  B. 
point  d in  Graph  B. 


3.  In  Graph  A,  what  causes  the  shift  from  curve  I to  curve  2? 


4.  In  Graph  B,  what  causes  the  shift  from  curve  3 to  curve  4? 


3.  in  which  Graph  do  production  costs  affect  quantity? 

6 . Using  Graph  A and  B,  describe  the  parts  of  each  diagram  which  show: 


(a) 

Demand 

(b) 

Supp 1 y 

i c) 

Measurement  of  quantity  demanded 

(d) 

Measurement  of  quantity  supplied 

(e) 

Chanqe  in  Demand  conditions 

(f ) 

Change  in  Supply  conditions 

/ /f 
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CPITFRION  TCST  - °art  I I I 


Cheek  1 ! ;(?  factor*"  that  are  Demand  conditions  and  those  Thai  are  5U**i  ly 
condi t ions . (If  vou  think  the  item  affects  bc+h4  chock  hotM 


(;•!) 

Dr  ice  of  inputs  or  other  costs  of 
us  i nrj  inputs. 

(h) 

Tastes 

and  prof erences . 

(r ) 

Cost  of 

borrowing  money . 

(r j) 

Duv^rs ' 
i nr one . 

expectations  about  future 

(-) 

The  qua 
sorv i co 

1 i ty  of  the  product  or 

(f) 

Buyers 1 

current  income. 

(n) 

Price  and  quality  of  substitutes 

Sunn  1 V 
Cond i t i one 

t Conn  nr;  j 

Condi rs  j 

— 

— 

.J 

7.  Study  each  of  the  conditions  below.  Some  are  SuodIv  conditions  that- 

affect  production  costs  and  thus  Supply.  Identify  then  and  tell  whether 
the  Supply  at  any  given  price  will  increase  or  decrease.  Explain  why. 

Ho  the  same  thinq  for  any  Demand  conditions  you  find. 


Sudp 1 y 

Demand 

(a)  Apartment  house  owners  have  raised 

Cond  i t i nr«; 

Cord i t i ons 

their  rents  to  occupants. 

(choc 

' one) 

(h)  The  cost  of  printing  qum  wrappers 
has  none  down. 

(c)  A nursery  qrowina  came  1 i a hushes 
decides  to  sell  year-o!d  plants 
instead  of  three-month-old  ones. 

ERIC  -UT 


(CRITFPION  TFST 


Part  Ml  - cont i nued ) 


(d)  Ranks  low nr  i nterst  rates  for 
home  improvements . 


(e)  A surfboard  manufacturer  moves  his 
operation  from  an  inland  city  to 
on« * on  the  seacoast. 


Supp  1 y 
CoPdi tions 

Demand 
Cond  i tiop'5 

3. 


On  a qiven  day,  if 
buy  more  cans  than 
situation  imply  an 


the  price  of  oranqe  juice  is  25  cents  a can,  people 
they  do  when  the  price  is  30  cents  a can.  Does  this 
increase  in  Demand  or  in  quantity  demanded? 


AN  SWF  PS  TO  CRITERION  TEST 


O 

ERLC 


Part  I 

1 . r. 

2.  ». 

3.  f . 

4.  C. 

A,  0. 

6.  n,  e . 

7.  B. 

B.  F. 

Part  II 

I . (h) 

2.  price  quantity  relationship. 

3.  A change  in  Demand  conditions 

4.  A change  in  Supply  conditions 
3.  Graph  B. 

6.  (a)  Curves  I and  2,  Craph  A. 

(t)  Curves  3 and  4,  Graph  B. 

(c)  Horizontal  axis  Q,  Graph  A. 

(cl)  Horizontal  axis  0,  Oroph  D. 

(o)  Shift  from  curve  I to  curve  2,  Graph  A.  (or  vicp  vers*.' 

(f)  Shift  from  curve  3 to  curve  4,  Graph  H.  (or  vice  versa.) 

Part  I I I 


(a) 

Supp 1 y 

(e) 

Supply  or  Demand 

(h) 

Demand 

(f ) 

Derr  and 

( c ) 
( d > 

Demand  or  Supply 
Demand 

(q) 

Demand 

( a ) 

neither;  a change  in 
same  demand  curve. 

price  means 

a differ'  t r-oint 

(b)  Supply  condition:  Supply  will  increase;  with  price  of  mat* 
down,  it’s  possible  to  produce  more  than  could  be  suoili^a 
original  cost. 

(c)  Supply  condition:  Supply  will  decrease;  it  costs  more  to  V 
P I ants  for  a year. 


(ANSWFRS  TO  CRITERION  TEST  - continued) 


(d)  Demand  condition;  Demand  will  increase;  with  lower  interest 
rates  it  costs  less  to  borrow  money  so  people  have  more  to 
spend.  Supply  may  also  change. 

(e)  Supply  condition;  Supply  will  increase;  cutting  down  on 
shipping  costs  will  decrease  cost  of  production, 

3.  Quantity  demanded. 


/ 
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UNIT  II 

Lesson  4" 

Program  I P 

THE  LAW  OF  SUPPLY  & DEMAND 


Introduction 

Plano  students  learning  tc  play  a difficult  passage  often  practice 
first  with  one  hand  and  then  with  the  other  before  combining  the 
parts  of  the  music  for  left  and  right  hands.  We've  done  much  the 
same  thing  in  describing  Supply  and  Demand  to  you.  Now  it's  time 
to  bring  all  of  the  parts  together. 

In  our  model  of  the  market,  we  have  tried  to  make  things  easier  for 
you  by  assuming  that  either  the  demand  conditions  or  the  supply 
conditions  were  fixed.  That  leaves  us  with  two  important  questions 
still  to  be  answered:  What  happens  to  the  equilibrium  price  vixen 

the  conditions  of  both  supply  and  demand  are  free  to  change,  as 
they  usually  are  in  real  life?  And  what  happens  to  the  quantities 
sold  as  conditions  change? 

We  can  answer  those  questions  by  studying  the  Law  of  Supply  and 
Demand. 


FRAME  1 

Suppose  buffalo  hide  is  used  tc  make  a tough  leather  bag.  Manufac- 
turers of  the  bag  have  a high  material  cost  because  buffalos  are 
mighty  scarce  these  days.  The  bags  are  rare  and  costly. 

Suddenly  buffalos  reappear;  new  herds  are  discovered,  and  we  end 
up  with  more  buffalos  than  we  know  what  to  do  with.  Here  is  a 
changed  condition  that  leads  t.o  an  Increase  in  supply  of  buff&io-hlde 
bags.  What  happens  to  the  Supply  curve? 

(a)  It  moves  to  the  right. 

(b)  It  moves  to  the  left. 


i 

(a)  It  noves  to  the  right 

The  nuofe».T  available  at  any  price 
increases . 


For  FRAMES  2 to  5,  please  refer  to  this  graph; 


2 


Quantity 

FRAME  2 °2 

On  this  graph,  $2  represents  the  increased  supply 
due  to  changed  conditions.  When  the  Supply  curve 
moves  to  the  right,  as  in  this  case,  what  happens 
to  the  equilibrium  price? 

(a)  It  rises. 

(b)  It  falls. 

(c)  It's  anybody's  guess --I  don't  know. 


(a)  It  Falls. 

If  you're  still  at  the  guesswork  stage,  read 
Frame  3.  If  you  see  the  point  (the  new  equili- 
bria i point,  that  is,  jump  ahead  to  FRAME  4. 


FRAME  3 


Then  we  increase  Supply. 


Where  is  P2  in  relation  to  P^  ? 


(a)  It  is  higher. 

(b)  It  is  lower. 


O 

ERIC 


SO } 


45? 


(b)  It  is  Lover. 

The  equilibrium  price  is  found  at  the  point  where 
the  Demand  and  Supply  curves  intersect.  Price 
falls  when  the  Supply  curve  moves  to  the  right  and 
demand  conditions  are  unchanged. 


FRAME  4 


Say  that  one  year,  hoards  of  hungry  insects  invade  the  Corn  Celt  and 
devour  the  corn  crop,  yet  people  still  demand  as  much  corn  as  ever. 

(a.)  What  happens  to  the  corn  supply? 


(b)  In  what  direction  will  the  Supply  curve  move? 


(c)  The  equilibrium  price  will  rise/fall. 

(pick  one) 


(a)  It  will  decrease. 

(b)  The  Supply  curve  moves  to  the  left. 

(c)  The  equilibrium  price  will  rise. 


FRAME  5 


If  supply  conditions  change  so  that  the  Supply 
curve  shifts  to  the  left,  and  if  demand 
conditions  remain  unchanged, 

(a)  the  equilibrium  price  will  

(b)  the  quantity  sold  will  . 


(a)  rise 

(b)  decrease  (the  change  considered  here  i 

from  $2  to  S. . ) 


FRAME  6 


The  Lav'  0f  Supply  and  Demand  describes  how  changes  in  Supply  and 
Demand  affect  price.  You  should  be  able  to  complete  the  first 
part  of  the  law: 

When  demand  conditions  do  not  change  P 
(a)  If  supply  decreased,  price  will 
and  the  quantity  sold 


We  have  looked  at  what  happens  when  Demand  is  fixed  and  supply  condi- 
tions change.  Now  let's  consider  the  opposite  case:  when  Supply  does 

not  change  but  demand  conditions  do.  For  example,  suppose  that  an 
out-of-print  book  becomes  a collector's  item.  There  are  just  so  many 
copies  available,  but  more  and  more  people  want  to  own  them. 


(b)  If  supply  increases,  price  will 


will 


and  the  quantity  sold 


will 


(a)  price  will  rise ; quantity  sold  will  decrease. 


(b)  price  will  fall;  quantity  sold  will  increase 


For  FRAMES  7 to  9,  please  refer  to  this  graph: 


Price 


I 


FRAME  7 


s 


Quantity 


In  the  graph  above,  the  curve  that  shows  the 
greater  demand  for  books  is 


(pick  one) 


D 


2 


ERIC 


FRAME  8 


As  demand  increased,  the  Demand  curve 
moves  to  the . 


right 


If  supply  conditions  do  not  change,  as 
the  Demand  curve  moves  to  the  right,  the 
equilibrium  price  and  the  quan- 
tity sold . 


Equilibrium  prices  rises ; quantity 
sold  increases. 


FRAME  10 


There  is  a strong  probability  that  a trucking 
strike  will  cause  a shortage  of  frozen  foods. 
Draw  in  a new  Demand  curve  to  show  what  happens 
here  if  supply  conditions  are  fixed. 


Ap\  Do 


The  Demand  curve  will  probably 
move  to  the  right  as  people 
rush  to  stock  their  freezers. 


FRAME  11 


In  this  case,  what  is  behind  the  price  increase: 

(a)  Actual  change  in  demand  conditions. 

(b)  Actual  change  in  supply  conditions. 


(a)  Actual  change  in  demand  conditions 


FRAME  12 


The  second  half  of  the  Law  of  Supply  and  Demand  summarizes  the 
effect  of  a change  in  Demand  on ^prices  and  quantity  sold. 

When  supply  conditions  do  not  change, 

(a)  If  Demand  increases,  price  will 

and  the  quantity  sold 


will  . 

(b)  If  Demand  decreases,  price  will 
and  the  quantity  sold 


will 


(a)  price  will  rise;  quantity  sold  will  decrease. 

(b)  price  will  fall;  quantity  sold  will  decrease. 


FRAME  13 

Now  let's  get  to  the  final  step  by  first  summarizing  the  Law  of  Supply 
and  Demand: 


A.  Demand  conditions  fixed 
If  Supply  increases: 
price  falls ; 

quantity  sold  increases . 
If  Supply  decreases: 
price  rises ; 

quantity  sold  decreases . 


Bq  Supply  conditions  fixed 
If  Demand  increases : 
price  rises; 

quantity  sold  increases . 
If  Demand  decreases : 
price  falls; 

quantity  sold  decreases . 


(continued  on  the  next  page) 


FRAME  13  (continued) 

Note:  Study  the  summary  carefully. 

(1)  Describe  the  similarities  between  A and  B. 
(If  you  need  a hint,  see  below). 


(2)  Describe  the  differences: 


HINT 

When  either  Supply  or 
Demand  changes , what 
happens  to  quantity? 
What  happens  to  price? 


(Your  own  words) 

(1)  The  change  in  quantity  sold  is  always  in  the  same 
direction  as  a change  in  either  Supply  or  Demand. 

(2)  The  change  in  price  is  in  the  opposite  direction 
from  a change  in  Supply;  it  is  in  the  same  direc- 
tion as  a change  in  Demand. 

(DON'T  GO  AHEAD  UNTIL  YOU  SEE  THESE  DISTINCTIONS  CLEARLY.) 


FRAME  14 


The  foregoing  shows  that  if  we  change  only  one 

side  of  the  market  at  a time,  we  can/cannot 

(pick  one) 

forecast  the  direction  in  which  price  and  quan- 
tity sold  will  change. 


4^? 

jL  „ • 


can 


FRAME  15 


In 


this  case,  supply  conditions  change;  demand  conditions  don't  change. 


What  is  the  resulting  change  in 
price  and  quantity  sold? 

(a)  Price  . 

(b)  Quantity  sold . 


(a)  Price  falls . 

(b)  Quantity  sold  increases . 


FRAME  16 


Here  demand  conditions  change  from 
D,  to  Dj!  supply  conditions  don't. 
Wnat  happens  to  price  and  quantity 
sold? 

(a)  Price . 

(b)  Quantity  sold . 


P 


(a)  Price  falls. 

(b)  Quantity  sold  decreases . 


FRAME  17 


If  production  costs  increase  for  a product  and 
people  continue  to  want  as  much  of  it  as  ever, 
what  can  you  say  about  price  and  quantity  sold? 


FRAME  18 


(a)  Draw  in  a new  Demand  curve  for 
this  air  conditioner  market; 
the  temperature  has  been  holding 
at  100°  for  two  weeks;  supply 
conditions  are  unchanged. 


P 


(b)  What  will  happen  to  the  price  of  air  conditioners? 


(c)  What  about  quantity  sold? 


(a)  Your  graph  should  look  something  ^ 

i ws 

like  this: 

% 

(b)  Price  will  go  up. 

Q 

(c)  Quantity  sold  will  go  up,  too. 

FRAME  19 


Suppose  that  we  are  talking  about  a commodity  such  as  color  TV  sets  for 
which  there  is  an  expanding  market.  Assume  that  both ’Demand  and  Supply 
are  likely  to  increase  at  the  same  time. 


Answer  the  following  question  by  referring  to  the  summary  of  the  Law  of 
Supply  and  Demand  on  the  next  page. 


iH- 


a 


(continued  on  the  next  page) 


FRAME  19  (continued) 


When  both  Demand  and  Supply  increase, 
what  happens  to  the  quantity  sold? 

Increases/Decreases/Can't  Tell 
(pick  one) 


LAW  OF  SUPPLY  AND  DEMAND 


A.  Demand  conditions  fixed 
If  Supply  increases: 
price  falls ; 

quantity  sold  increases . 
If  Supply  decreases? 
price  rises ; 

quantity  sold  decreases . 


B.  Supply  conditions  fixed 
If  Demand  increases : 
price  rises ; 

quantity  sold  increases* 
If  Demand  decreases: 
price  falls ; 

quantity  sold  decreases . 


1 


Quantity  sold  increases*  (A  change  in 
quantity  sold  always  will  be  in  the  same 
direction  as  a change  in  either  Supply 
or  Demand*) 


FRAME  20 

To  prove  that  a change  in  quantity  sold  always 
will  be  in  the  same  direction  as  a change  in 
either  Supply  or  Demand,  draw  a graph  showing 
an  increase  in  both  Supply  and  Demand. 


12  3 4 5 6 

4^5 

o 
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FRAME  21 


When  both  Demand  and  Supply  increase,  what 
happens  to  price? 

Increases/decreases/can *t  tell 
(pick  one) 

(If  you  need  help,  refer  t%>  the  susanary  of 
the  Law  of  Supply  and  Demand,  FRAME  19.) 


can't  tell 


FRAME  22 


(a)  An  increase  in  Supply  causes  price  to 


(b)  An  increase  in  Demand  causes  price  to 


(a)  fall 

(b)  rise 


FRAME  23 
z 


So,  when  Supply  and  Demand  both  increase,  price  coi  *.*i  rise  or  fall  or 
stay  the  same,  depending  on  how  much  one  change  c i ' ts  the  other. 
Before  you  can  tell  anything  more  about  price,  yov.  ; eed  to  know  how 
far  the  Supply  and  Demand  curves  have  shifted. 


~ 1 0>  * 


(continued  on  the  next  page) 


FRAME  23  (continued) 


(a)  For  example,  in  this  graph,  price 
increase/decrcascs /stays  the  same 
(pick  one) 

P 


NOTE:  It  doesn't 

make  any  difference 

miCwtiS?  VMO  iiiiov 

are  straight  or  curved. 


(b)  In  this  graph,  price 

increases /decreases/ stays  the  same 
(pick  one) 


(c)  How  about  this  graph?  Price 

increases/decreases/stays  the  same 
(pick  one) 


(a)  decreases;  (b)  increases;  (c)  stays  the  same 

Unless  you  know  the  quantities  involved,  you 
cannot  predict  what  will  happen  to  price  when 
both  demand  and  supply  conditions  change.  (Look 
at  the  Law  of  Supply  and  Demand  again;  you  can 
see  that  if  you  don't  know  the  quantities  sold, 
price  is  anybody's  guess)  (The  Law  is  repeated 
on  the  next  page.) 


LAW  OF  SUPPLY  AND  DEMAND 


A.  Demand  conditions  fixed 
If  Supply  increases: 
price  falls ; 

quantity  sold  increases. 
If  Supply  decreases : 
price  rises ; 

quantity  sold  decreases . 


B.  Suooly  conditions  fixed 
Tf  Demand  increases: 
price  rises ; 

quantity  sold  increases . 
If  Demand  decreases: 
price  falls : 

quantity  sold  decreases . 


FRAME  24 


Q 


300  (in  1,000) 


This  graph  shows  a change  in  Demand  from  D^  to  and 

a change  in  Supply  from  to  S2. 


(a)  Has  Demand  increased  or  decreased? 


(b)  Has  Supply  increased  or  decreased? 


(c)  How  much  and  in  which  direction 

has  the  equilibrium  price  changed? 


(d)  At  the  equilibrium  price,  how  much  and 
in  which  direction  does  quantity  change? 


(a)  Demand  in.crca.3C3 . 

(b)  Supply  increases. 

(c)  Price  falls  from  $3.50  to  $2.50. 

(d)  Quantity  increases  from  100,000 
to  200,000. 


FRAME  25 


When  both  Demand  and  Supply  increase,  as  they 

do  above,  do  we  need  a table  or  graph  before 

we  can  say  in  which  direction  the  quantity 
sold  will  change? 

(a)  Yes 

(b)  No 


(b)  No 

An  increase  in  Demand  and/or  Supply  is  accompanied 
by  an  increase  in  quantity  sold.  The  same  consis- 
tency occurs  when  demand  and/or  supply  decrease: 
quantity  sold  decreases. 


FRAME  26 


(To  begin  simplifying 
"decrease"  or  "drop," 
and*  means  "unknown" 


^^means  "increase"  or  "rise,"  ^Jfmeans 
• (a  hyphen)  means  "fixed"  or  "no  change", 
or  "can’t  tell.") 


(a)  Suppose  Demand  increases  (^*)  while  the  Supply 
of  canned  peaches  remains  unchanged  («►).  The 
direction  in  which  quantity  sold  will  change  is: 


♦/<!?/- /.? 

(pick  one) 


(b)  The  direction  in  which  price  will  change  is: 
(pick  one] 


4-3 


- 1 r>  h - 


FRAME  27 


(a)  Demand  for  hula-hoops  decreases  ) while 

the  Supply  remains  unchanged  ( ) . The. 

direction  in  which  quantity  sold  will  change 
is : 

fjpjzziJE 

(pick  one) 

(b)  The  direction  in  which  price  will  change  i:;  : 


(pick  one) 


(a) 

(decrease) 

(b) 

(decrease) , 

FRAME  28 

) 

(a)  Suppose  Demand  increases  (<^^)  and  Supply 
increases  (^J*)  for  typewriters.  The 
direction  in  which  quantity  sold  will  change 
is : 

tihazif 

(pick  one) 

(b)  The  direction  in  which  price  will  change  is: 


(pick  one) 


(a) 

(increase) 

(b) 

(can't  tell) 

FRAME  29 


(a)  If  the  Demand  for  cellophane  tape  decreases 
(^*)  and  the  Supply  decreases  (^f ) as  well 
in  which  direction  will  quantity  sold  change 

•/  f 

(pick  one) 

(continued  on  the  next  page) 
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FRAME  29  (continued) 


(b)  The  direction  in  which  price  will  change  is; 

T7  f 7 S 

(p  ick  one) 


(a) w (decrease) 


(b> 


^ (can't  tell) 


FRAME  30 


FRAME  31 


(a) 


If  Demand  for  peanut  butter 
but  Supply  decreases  ( vf) , 


increases  ( f ) 
in  which  direc- 


tion will  quant ity  sold  change? 


tck  "V  ? 

(pick  one) 


(b)  In  which  direction  will  price  change? 

ti*  -i?. 

(pick  one) 


(a)  If  Demand  for  haircuts  decreases  (^|P)  but 

the  Supply  of  barber  shops  increases  ( ) 

what  will  happen  to  the  number  of  haircuts 
barbers  give?  In  which  direction  will 
quant ity  sold  change? 

(pick  one) 

(b)  Will  it  cost  more  or  less  to  get  a haircut? 
In  which  direction  will  price  change? 

(pick  one) 


4 71 


-h-><-  - 


(a)  ^ (can  f t:  tell  ) I 

! 

(b) ^i  (decrease)  1 


i 


FKAKK  32 


Is  this  statement  true  or  false? 

When  both  Demand  and  Supply  curves  shift,  we  can 
predict  the  direction  of  change  for  price  for 
some  cases  and  the  direction  of  change  for  quan- 
tity for  the  others,  but  we  can  never  predict,  both. 

(a)  True 

(fc)  False 


(a)  True 


FRAME  33 

Suppose  chat  a strike  holds  up  manufacture  of  color 
TV  sets  so  that  we  have  a market  in  which  demand  is 
increasing  while  supply  is  decreasing.  Using  the  Law 
of  Supply  and  Demand,  can  we  say: 

(a)  in  which  direction  price  will  change?  

(b)  in  which  direction  quantity  sold  will  change?  


(a)  Yes ♦ 

When  demand  increases,  price  increases.  When  supply 
decreases,  price  increases.  The  equilibrium  price  is 
going  to  rise. 

(b)  No. 

Wnen  demand  increases,  quantity  sold  increases-  When 
supply  decreases,  quantity  sold  decreases.  Without  more 
information,  we  cannot  tell  how  much  one  will  offset  tht- 
other. 


-1 
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Some  of  the  sections  to  follow  will  be  much  easier  for  you  if  you 
have  mastered  this  one.  Once  you  can  predict  automatically  what 
changes  in  Supply  and  Demand  do  to  price  and  quantity  sold,  you'll 
have  a head  start  in  understanding  many  of  the  problems  economists 
face . 

1.  Complete  the  blanks  in  the  table  below,  indicating  whether  price 
rises  or  falls « whether  quantity  increases  or  decreases . (Use 
the  symbols  or  write  out  your  answers,  whichever  you  like.) 

Refer  to  the  graph  if  you  need  help  or  draw  Demand  and  Supply 
curves  of  your  own  to  figure  out  the  answers. 


Demand  & Supply 
conditions 

Change  in 

Price 

Quantity 

;a)  S - 

(b)  D^S  m 

(c)  D • sf 

(d)  D m ^ 

(e)  vf 

(f) 

(8) 

(h) 

P 


rs 


OxsVSRIOIi  TEST  (continued} 

2.  V.khi'j  L\\m  che  conditions  present  and  answer  these  questions: 


(a) 


(b) 


Plastic  straws  have  become  more  popular 
paper  straws.  This  is  a model  of  the 
market  for  paper  straws.  Label 
the  Demand  curves  D and  *'> 
i ndicate  the  shift  in  Demand  * 

State  wh at  happens  to  price 
and  quantity  sold  if  Supply 
conditions  are  fixed. 

Price:  


Quantity  Sold; 


than 


PAPER  STRAW  WftJUCBT 
P 


Manufacturers  of  mousetraps  finally  fi.nj 
cneaper  way  to  make  them  better.  This 
is  a model  of  the  mousetrap  tnarket: 
on  Chirstinas  E vre,  Label  the 
Supply  curves  and  S7  to 
indicate  a shift  in  Supply. 

State  what  happfenc  to  price 
and  quantity  sold  if  Demand 
for  mousetraps  is  fixed. 

Price: 


Quantity  Sold: 


a 


3,  Income  has  increased  and  the  cost  of  making  pizza  pie  has  decreased* 
Here  arc  Supply  and  Demand  curves  for  franchised  pizza  parlors. 


(Use  the  diagram  to  help 
you  week  out  the  answers.^) 


(a)  What  will  happen  to  Supply? 


(b)  What  will  happen  to  Demand? 


(c)  Csn  you  tell  how  price  will  change 


(d)  Can  you  tell  how  quantity  sold 
will  change? 


Q 

(10afa). 
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CRITERION  TEST  (continued) 


A . 


Study  this  Supply  and  Demand  market. 

(a)  What  has  happened  to  Supply? 

(b)  What  has  happened  to  Demand? 

(c)  As  a result,  what  will  happen  to  price? 

(d)  Can  you  tell  what  will  happen  to  quantity  sold? 

P 


5. 


one  is  a bonus 

question, 

- V 

. Try  it. 

■ 

f 

Price 

Quantity 

(a)  D S^ 

? 

4 

(b)  D S 

? 

• 

(c)  D S 

? 

• 

t 

(d)  D^  S 

? 

4 
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UNIT  II 
Lesson  No*  4 


ANSWERS  TO  CSITV-aCOS  T 


1 * 


1 • 

Demand  & Supply 

conditions 

j Chanda 

* j 

Jli 

Price 

f Quantity 

00 

n#  s «> 

4* 

00 

Di §r  S 

4* 

4s* 

1 

(c) 

D **  S ^ 

i i 
i i 

%-j 

! i 
L I 

‘f- 

00 

D*»  S ^ 

<f  j 

4’ 

(<0 

S# 

£ 

; — — i 

! 

i 

i 

i 

. <£> 

D#S'f* 

4 

; « 

. (8) 

! 

1 

! &% 
i * 

i 

! 

Jz  , 

j 

9 

it ~ 

J. 

...  . . J 

decreases  * 


increases , 


O 
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ANSWERS  TO  CRITERION  TEST  (continued) 

3.  (a)  Supply  will  increase. 

(b)  Demand  will  increase. 

(c)  You  can  *t  tell  what  will  happen  to  price. 

(d)  Quantity  sold  will  increase. 

4.  (a)  Supply  has  decreased . ,*> 

(b)  Demand  has  increased. 

(c)  Price  will  rise. 

(d)  No  you  can’t  tell  what  will  happen  to  quantity  sold. 

5.  (BONUS) 


Price 


(c) 


(d)  D S 


LESSON  A 


UNIT  II 
Exercise  3 


SUMMARY  QUESTIONS : DEMAND 

AND  SUPPLY  CONDITIONS,  III?; 
LAW  OF  SUPPLY  AND  DEMAND, 


1.  The  following  treble  is  a moael  of  the  demand  for  and  supply  of  steak 
for  a particular  week. 


1 

PRICE 
OF  STEAK 

II 

MARKET  DEMAND 
(LBS  / DAY) 

III 

MARKET  SUPPLY 
(LBS  / DAY) 

TV 

MARKET  DEMAND 
SHOWING  INCREASE  IN 
DEMAND 

1.00 

5000 

3000 

1.20 

4500 

3500 

1.40 

4000 

4000 

1 .60 

3500 

4400 

1.80 

3000 

4700 

a.  Assume  demand  increases.  Fill  in  column  IV  with  numbers  which 
show  this  increase  in  demand. 

b.  What  will  be  the  new  equilibrium  price  and  quantity  sold? 

PRICE  

QUANTITY 

c.  Give  three  possible  reasons  for  this  increase  in  demand. 


d.  Quote  the  part  of  the  law  of  supply  and  demand  which  predicts 
this  change. 


I / Lj 


— I t V 


2.  List  the  major  demand  conditions: 


3.  List  the  major  supply  conditions: 


4.  Define  demand,  quantity  demanded  and  change  in  demand.  Illustrate 
the  difference  between  these  terms  using  demand  curve  diagrams: 


4 /'J 
- if-w 
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UNIT  i I 
EXERCISE  4 


PRACTICAL  APPLICATION' 


OF  SUPPLY  AND  DlMANP 
CURVE  ANALYSIS 


$ 500  _ 
450. 
400. 
350 
300 
250 


Now  rnat  you  have  mastered  the  law  of  supply  and  demand,  we'ii  put  tne 
analysis  to  work  on  some  practical  oroblems. 

These  exercises  all  involve  chanqes  in  demand  and/or  supply  conditions  in 
a market  or  a group  of  markets.  For  each  example  show  the  chanae  (or 
chanqes)  in  demand  and/or  supply  conditions  by  drawing  in  the  shift  in  the 
demand  and/or  supply  curve.  Then  state  the  effect  on  price  and  quantity  sold. 
The  reason  we  say  demand  an/or  supply  Is  that,  in  some  casesJ-*off€ch3noe  in 
conditions  affects  both  demand  and  supply. 

I.  This  diagram  shows  clothing  market  demand  and  supply.  Pretend  that 
personal  income  tax  rates  are  reduced  by  about  1 0?  for  most  Deop  I e 
In  this  country.  Show  the  effect  by  drawinq  the  new  demand  and/or 
^supply  curves  y e 

\ ✓ 1 
N / 

What  happens  to  price  and  quantity  sold? 
a.  Price  i ncreases/decreases/can ' t tell 


\ D 


£ 


Quantity  increases/decreases/can't  teM 


— I 1 1 1 1 1 1 u 

1000  2000  3000  4000 

2.  This  diagram  shows  the  market  for  American  made  bicycles.  Assume  that 

the  Federal  Government  removes  the  tariff  on  British  and  Italian  bicycles. 
Show  the  effect  of  t!  is  tariff  cut  on  the  market  for  American  made  bicycles 
by  drawing  the  new  demand  and/or  supply  curves. 


S SS  D1 


What  happens  to  price  and  quantity  sold? 
Price  i ncreases/decreases/can 1 t tell 


a . 

b. 


Quantity  i ncreases/decreases/can 1 t tel 


Q 


O 

ERIC 


The  diagram  below  shows  the  demand  and  supply  curves  for  the  colored 
television  set  retail  market.  What  would  happen  if. the  Federal  Govern- 
ment put  a $50.00  excise  tax  on  television  sets?  Show  the  effect  of 
the  tax  in  the  diagram  by  drawinq  the  new  demand  and/or  suppl/  curves. 


What  happens  to  price  and  quantity  sold? 
a.  Price  i ncreases/decreases/can 1 t tell 


Q 


b.  Ouantity  sold  i ncreases/decreases 

I b ■')' 


‘i  O } 


c.  !n  this  case,  you  can  predict  the  amount  of  the  orice  change,  because 
you  can  figure  out  how  far  to  shift  the  curve.  How  much  does  price 
change? 


a.  by  $50 

b.  by  less  than  $50 

c.  by  more  than  $50 


4.  This  diagram  shows  the  demand  and  supply  curves  for  the  aluminum  market. 
Imagine  that  the  whole  industry  starts  a new  advertising  campaign  to 
inform  people  how  much  better  aluminum  is  than  other  metals  for  all  kinds 
of  uses.  Assuminq  the  campaign  is  successful-  show  the  effects  on  the 
market  of  this  campaiqn  by  drawinq  likely  new  demand  and/or  supply  curves. 
Be  careful  on  this  one.  (Lots  of  things  can  happen  with  a good  advertising 


campa i qn . ) 

P 


What  happens  to  price  and  quantity  sold? 
a Price  increasee/deerwes/can  *t  tell 

b.  Quantity  increaaes/decreases/can't  tell 


4*1 

- u-(-  - 


LESSON  5 


UNIT  II 
Exercise  5 


LONG-RUN  EFFECTS  OF  PERFECT 
COMPETITION  ON  RESOURCE 
ALLOCATION 


According  to  Adam  Smith,  two  advantages  of  an  ecoiiomy  with  highly 
competitive  markets  are  that  with  perfect  competition  between  producers, 

(1)  scarce  resources  will  be  used  to  produce  the  output  consumers  want 
most  and  (2)  output  will  be  produced  at  the  lowest  possible  price* 

The  market  system  works  this  way  under  conditions  of  perfect 
competition  because  there  is  so  much  competition  between  producers 
that  each  business  must  always  try  to  make  the  biggest  possible  economic 
gain.  Otherwise,  the  business  will  lose  money  and  will  eventually 
be  forced  out  of  the  market  entirely. 

The  purpose  of  this  exercise  is  to  use  demand  and  supply  curve 
analysis  to  predict  the  long-run  effect  of  an  increase  in  demand  for  a 
product  in  the  case  of  perfect  competition.  We  will  use  the  diagrams 
to  trace  the  market  reactions  to  an  increase  in  demand  in  a model  world 
of  perfect  competition.  The  model  market  is  wheat  farming. 

1.  First  let’s  review  the  assumptions  made  about  market  conditions  in 
perfect  competition.  What  mustwe  assume  with  respect  to  the  following 
conditions  ? 

a.  Similarity  of  the  product  produced  by  competing  farmers: 

b.  The  number  of  farmers: 

c.  The  percentage  of  market  supply  provided  by  any  one  farmer. 

d.  Hie  ability  of  others  to  go  into  wheat  production. 

2.  In  the  diagrams  below  the  graph  on  the  left  shows  the  market  supply 

and  demand  curves . Hie  diagram  on  the  r igh t describes  the  market  conditions 
for  a typical  wheat  farmer* 

Note  that  the  unit  of  measure  on  the  quantity  scale  is  different 
for  one  producer  than  for  the  whole  market.  One  farmer  produces  about 
100,000th  of  the  market  supply. 

Also,  the  slopes  of  the  demand  and  supply  curves  are  different, 
in  particular,  the  demand  curve  for  one  producer  is  a horizontal  line. 

This  means  that  for  one  producer  the  price  is  fixed.  The  fact  that 
the  farmer’s  demand  curve  is  a horizontal  line  drawn  at  the  market 
price  of  $2.00  means  that  the  individual  farmer  must  accept  the  market 
price.  He  has  no  control  over  price,  but  he  can  get  as  much  business 
as  he  can  take  care  of  at  that  price. 


PER  HARVEST  PER  HARVEST 

(IN  l3000,00;s  OF  BUSHELS)  (IN  lOO's  OF  BUSHELS) 


3.  Assume  that  demand  increases.  In  the  diagram  above,  show  the  effect  on 
both  the  market  and  on  the  firm  by  drawing  new  demand  curves. 

a.  For  the  whole  market:  price  increases/decreases/can*  t tell. 

(circle  one) 

quantity  increases /decreases /can  1 1 tell. 

b.  For  one  producer:  price  mcreases/decreases/can! t tell. 

quantity  increases /decreases /can f t tell . 

4.  What  is  the  effect  of  this  increase  in  demand  on  profit  rates  of  the 
present  wheat  farmers? 

a.  Profit  rates  increa s e /deer ease /can 1 1 tell. 

b.  What  effect  do  these  profit  rates  have  on  the  market? 


c.  Draw  new  curves  in  the  diagrams  above  to  show  this  change  in  the 

market.  This  time  use  broken  lines  ( ) so  you  can  tell  the  difference 

between  these  new  curves  and  the  ones  you  just  drew. 

5.  n • Assuming  no  other  changes  in  demand  or  supply  conditions,  will  the 
market  eventually  adjust  to  this  increase  in  den, and?  Yes  No 


b.  Show  what  the  market  will  be  like  after  it  has  adjusted  completely  to  the 
change  in  demand  by  drawing  new  diagrams.  Use  the  space  provided  on  the  next 

page  to  draw  the  demand  and  supply  curves  for  the  market  and  for  the  typical  wheat 
farmer . 

ERIC  4*3 


LONG-RUN  EFFECTS  OF  THE  INCREASE  IN  DEI'tAND 


I ’RICH 


MARKET  SUPPLY  & DEMAND 


$4.00 


$3.00  . 

$2.00  l 

I 

J 

r 

$1.00  j. 

1 

r 

0 j 

i » I -i  - I * * i A ,1^  I -i 

20  40  60  80  100 

QUANTITY  IN  1, 000, 000' s OF  BUSHELS 


PRICE 


SUPPLY  & DEMAND  FOR  A 
TYPICAL  WHEAT  FARMER 


$4.00  . 

■ • 

$3.00  . 
$2.00  . 
$1.00  . 


40  80  120  160  200 
QUANTITY  IN  100's  OF  BUSHELS 


A 


c.  Compared  to  the  original  conditions  which  existed  in  the  market  before 
the  increase  in  demand,  what  will  be  the  long-run  effect  of  the  increased 
demand? 

1 (1)  Price  will  be  higher /the  same/lower  than  the  original  price. 

(circle  one) 

(2)  The  quantity  of  wheat  produced  per  harvest  will  be  greater  than/ 
the  same  as /less  than  the  original  quantity. 

(3)  The  quantity  of  wheat  produced  per  harvest  by  the  typical  farmer 
will  be  greater  than/the  same  as/less  than  the  amount  of 
business  he  did  before. 

(4)  Profits  for  the  typical  producer  will  be  higher /the  same/lcwer 

than  originally.  ~~ 

(5)  The  number  of  wheat  farmers  in  the  market  will  be 
greater  than/ the  same  as /less  than  originally. 


UNIT  II 


LESSON  S 


EVALUATING  PERFECT  COMPETITION 


The  advantages  of  the  perfectly  competitive  price  system  have  attracted 
economists  since  the  time  Adam  Smith  wrote  about  the  invisible  hand  of  the 
market.  We  can  summarize  these  advantages  here: 

1.  It  provides  for  decentra  I i zed  decision  raking.  There  is  no  need 
or  cause  for  the  government  or  some  other  authority  to  decide  how 
to  a I locate  scarce  resources. 

2.  The  markets  determine  prices,  thereby  providing  an  automatic  infor- 
mation system  which  informs  producers  of  the  desires  of  consumers 
and  Informs  consumers  of  the  cost  of  buying  different  outputs. 

3.  It  provides  an  automatic  response  system  (a  cybernetic  system). 
Because  individuals  buy  and  sell  to  further  their  own  best  Interests, 
and  because  the  system  is  highly  competitive,  producers  and  con- 
sumers respond  immediately  to  changes  in  prices. 

4.  The  system  responds  in  such  a way  as  to  assure  consumer  sovereignty — 
consumer  purchasing  power  determines  what  i'j  to  be  produced,  how 
outpu-*  is  produced  and  for  whom  it  is  produced. 

5.  The  profit  incentive  and  the  high  degree  of  competition  reouire 
businesses  to  produce  at  as  low  a cost  as  possible,  which  means  that 
they  use  resources  efficiently  and  are  quick  to  introduce  more  effi- 
cient nethods  of  production. 

Before  we  become  staunch  promoters  of  the  perfectly  competitive  world,  we 
should  look  for  disadvantages  of  the  system. 

I.  What  would  be  the  effect  of  perfect  competition  on  the  way  income  would 
be  distributed  among  the  population?  In  particular, 

a.  Would  there  be  many  very  rich  people?  How  would  the  rich  people 
acquire  their  wealth? 


4 * j 

Jl* 

- 1 (0  • 


would  they  be  and  how  would  they 


b.  Would  there  be  poor  people?  Who 
net  money  to  live  on? 


7. 


Would  the  oerfectly  competitive  market  system  be  as 
producers  as  it  would  be  for  consumers?  Explain. 


advan+agous 


for 


3. 


Using  the  answers  to  the  previous  two  questions  as  a start,  try  to 
dec.de  how  well  a perfect  competitive  system  would  perform  in  promoting 
the  five  basic  economic  goals  discussed  in  Unit  I.  Discuss  each  9 


Economic  justice 

I 


t 


n 

j 


-m  - 


Economic  progress 


Economic  stabi I ity 


Economic  security 


Economic  freedom 


“HU- 


UNIT  II 
Lesson  No.  6 


Program  No.  II 
ELASTICITY  OF  DEMAND 


FRAME  i 


You  have  seen  that  as  price  goes  up,  people  tend  to  buy  less;  as 
price  goes  down,  people  tend  to  buy  more.  But  just  how  much  more  do  people 
buy  when  the  price  is  lowered?  It  depends  upon  the  item.  For  example, 
a student  with  poor  vision  needs  glasses;  he  would  probably  have  them  even 
if  the  price  were  double  what  it  Is  now.  On  the  other  hand,  if  the  price 
of  butter  doubles,  grocers  are  likely  to  find  that  they  sell  a lot  less 
butter  (but  probably  more  margarine).  In  other  words,  sales  of  some  goods 
and  services  are  more  sensitive  than  others  to  changes  in  price. 

This  sensitivity — the  relationship  between  a change  in  price  and  the 
change  in  the  quantity  sold — is  what  economists  call  price  elasticity  of 
demand . 


FR  7 2 


Here  are  two  demand  curves.  Which  curve  shows  that  for  just  a smal I 
change  _in^  pri ce  there  is  a I arge  change  in  quantity  demanded? 


FRAME  3 


When  a small  change  in  price  produces  a large  change  In  demand,  demand 
is  said  to  be  ELASTIC. 


Which  of  those  two  demand  curves  is  more  elastic? 


coni i nueo; 


7 


Curve  (a) 

L 


FRAME  4 


Since  we  can  describe  any  demand  curve  by  its  price  responsiveness — 
that  is,  by  its  elasticity — we  will  discuss  elasticity  generally.  After 
you  can  define  elasticity  and  predict  which  products  will  have  elastic 
demand,  you  will  see  why  the  monopolist  needs  this  informotion  to  maximize 
prof i ts . 


Here  are  two  market  demand  schedules.  We've  plotted  the 
curve  for  Schedule  A.  Your  job  is  to  plot  a curve  for 
Schedule  B on  the  same  graph.  Which  curve  is  more  elastic, 
A or  B? 


1 MARKET 

DEMAND  SCHEDULE 

| MARKET 

DEMAND  SCHEDULE 

! For 

E 1 ectr i c 

1 — 

I For 

Portab 1 e 

! Blenders 

1 

j Electric  Heaters 

Pr  i ce 

Quant i ty 

Price 

Quantity 

( 1000's) 

( I000's) 

$ 30 

5 

$ 45 

15 

28 

12 

B. 

40 

17 

26 

19 

35 

19 

24 

26 

30 

21 

22 

33 

25 

23 

1 20 

40 

20 

25 

1 

1 

I 

— - — - - - 

15 

27 

1 

* 

pwct 


FRAME  t - (continued) 


NOTE  : 

We  can  show  each  curve  on  the 
same  graph  as  long  as  the  scales 
for  each  variable  are  the  same; 
but  beware  of  trying  to  compare 
curves  on  the  same  graph  when 
scales  differ. 

A.  is  more  elastic.  Quantity 
demanded  changes  greatly 
for  a small  change  in  price. 

5 bk-wcJf-rS 


FRAME  5 


In  the  diagram  you  have  just  seen,  the 
curve  that  indicates  a more  elastic 
demand  is  steep/shal low. 

(pick  one ) 


shal low 


FRAME  6 


The  steeper  the  slope,  the  more/ 1 ess 

(pick  one) 

elastic  is  the  demand. 


I ess 


FRAME  7 


As  compared  with  A,  demand  for 
B is: 


(a)  more  elastic 

(b)  less  elastic 


4 d ? 


Demand 


FRAME  7 


- ( cent  i nued) 


( b ) I oss  elastic 

In  B,  a change  in  price  has  little 
» effect  on  quanlity. 


FRAME  8 


While  it’s  true  that  the  steeper  the  slope,  the  less  elastic  the  demand, 
this  is  not  a precise  way  of  talking  about  elasticity.  It  can  be  misleading. 
Slope  and  elasticity  are  not  the  same  thing. 

Let’s  define  price  elasticity  more  carefully: 

Demand  is  elastic  when  the  percentage  change  in  price 
causes  a greater  percentage  change  in  the  quantity 
demanded. 


For  example:  If  a 10  percent  price  i ncrease  leads  to  a 12  percent 

drop  in  quantity  demanded,  demand  is  e I ast i c . 


If  a 12  percent  price  increase  leads  to  a 1 5 percent 
drop  in  the  number  of  items  demanded,  demand  is 
e I ast i c/ i ne I ast i c . 

(pick  one) 


e I ast ic 

The  percentage  change  in  quantity  is  greater 
than  the  percentage  change  in  price. 


FRAME  9 


If  a 10  aercent  price  increase  leads  to  an 
8 percent  drop  in  the  number  of  items  demanded, 
demand  is 


4 j2 


FRAME  9 - (com  mued) 


i no  I ast i c 

the  percentage  change  in  quantity  sold 
is  I es_  than  the  percentage  change  in 
p r i co . 


FRAME  10 


If  a price  increase  of  10  percent  leads 
to  no  change  in  the  number  of  items  demanded, 
demand  is 


i nel ast i c 

demand  changed  zero  percent,  which 
is  I ess  than  the  10$  change  in  price. 


FRmmC  I I 


Suppose  we  express  elasticity  as  a ratio: 

% change  in  Quantity  (Q) 

$ change  in  Price  (P) 

Then  recall  the  definition:  Demand  is  elastic  when  the  percentage 

change  in  price  causes  a greater  per- 
centage change  in  the  quantity  demanded. 

Or,  to  say  that  a different  way:  I*  the  percentage  change  in  Q ts 

bigger  than  the  percentage  change 
in  P,  demand  is  elastic. 

Suppose  a store's  records  show  that  for  a certain  item: 

% change  in  Q 1 0$  _ „ 

$ change  in  P 5$ 


I s demand  e I ast i c? 

Yes 

No 


FRAME 


( cont  i rujed) 


Yes 


FRAME  12 


We  can  figure  elasticity  simply  by  dividing 


# change  in  Q 
$ change  in  P 

True  or  false? 

Demand  is  elastic  only  when  the 
value  is  greater  than  I. 


If  we  divide: 

% change  i n Q 
% "change  Tn  P 

and  get  an  answer  less  than  I, 
demand  is  e I ast i c/ i ne I ast i c 
(pick  one) 


i ne I ast i c 


T rue 


Fa  I se 


True 


FRAME  13 


ERIC 


FRAME  14 


Suppose  we  divide: 

% change  in  Q 

% change  i n P 

and  obtain  an  answer  of  exactly  I. 

This  tolls  you  that  demand  is  un i t 

c I ast ic . That  is: 

(check  one) 

(a)  Trio  percentage  change  in  price  equals 

the  correspond! ng  percentage  change  in 
quantity.  (But  the  change  in  quantity 
is  opposite  to  the  change  in  price.) 

(b)  The' percentage  change  in  price  is  greater 

than  the  percentage  change  in  quantity. 

\ 

(c)  The  percentage  change  in  quantity  is 

qroatbr  than  the  percentage  change  in 
p r i ce . 


i 

l 


( a ) 

An  elasticity  of  I says  that  a percentage  change 
in  pr i ce  will  lead  to  a correspond ? ng  percentage 
change  in  quantity  (but  in  the  opposite  direct  ion). 
For  example,  a 10  percent  increase  in  price  would 
bring  about  a 10  percent  drop  in  the  number  of 
items  demanded. 


FRAME  lb 


Complete  these  statements  about  elasticity 


of  demand: 

(a)  Demand 

i s 

i f 

(b)  Demand 

i s 

if 

(c)  Demand 

i s 

i f 

% of  change  i n J 
% of  change  i n P 
% of  change  in  Q 
T^oT^ctiaTTge  TrT  D 
% of  change  i n Q 
% of  change  in  P 


> 


-n  9- 


FRamE 


(coat i nued) 


l b - 


(a)  clastic 

( b ) inelastic 

(c)  unit  elastic 


FRAME  I 6 


For  each  of  these  examples,  indicate  whether  demand  is 
elastic,  inelastic,  or  unit  elastic: 

A.  The  price  of  TV  trays  increased  4$,  and  the 

quantity  demanded  dropped  6%.  

B.  The  price  of  garden  tools  dropped  3$,  and 

the  quantity  demanded  increased  5%.  

C.  The  price  of  hand  cream  increased  2%,  and 

the  quantity  demanded  decreased  2 %.  

D.  The  price  of  men's  handkerchiefs  dropped 

Q% , and  the  quantity  demanded  increased  5%.  

E.  The  price  of  egqs  increased  and  the 
quantity  demanded  stayed  the  same. 


A. 

E 1 ast i c 

6% 

4$ 

1 .5 

(greater  than  1 ) 

B. 

Elastic 

% .. 

■ 3 i 

1 .66 

(greater  than  1 ) 

C. 

Unit  El ast i c 

2% 

2% 

1 

0. 

1 ne 1 ast ic 

% _ 

.62 

(less  than  one) 

E. 

1 ne 1 ast  ic 

0%  , 

t 

FRAME  I 7 


I . 
2. 


If  elasticity  of  demand  measures  .25,  demand  is 


If  elasticity  of  demand  measures  I,  demand  is 


If  elasticity  of  demand  measures  3.5,  demand  is 


|&0- 

4 j*  j 


3. 


FRAME  17  - (ucntinuud) 


Inelastic  2.  Unit  elastic 


3.  Elastic 


FRAME  18 


To  summarize,  price  elasticity  of  demand  defines  how  sensitive 
quantity  demanded  is  to  a small  price  change. 


If  demand  is  e I ast i c 

% 4 0 \ , 

T~a~ p / » 

and  quantity  demanded  is  responsive  to  a price  change. 
I f demand  is  i ne I ast i c 


and  quantity  demanded  is  not  very  responsive  to  a 
price  change. 

When  demand  is  elastic,  quantity  demanded  is  so 
responsive  to  a price  change  that  if  price  goes  up, 
what  will  happen  to  total  revenue  (the  money  taken  in 
by  sellers,  which  equals  the  price  times  quantity  sold)? 

It  will  drop/r i se . 


(pick  one) 


drop 


FRAME  19 


Let’s  look  at  an  example. 


Suppose  that  if  butter  sells  at  70  cents  a pound,  people  buy  (demand) 
12,000  pounds  a week.  In  this  case,  total  sales  or  revenue  (price  times 
quantity  sold)  is  $8,400  a week. 


Now  assume  that  the  price  of  butter  increases  by  1 0%  to  77  cents 
a pound  and  that  people  buy  only  10,000  pounds  a week--a  17$  drop 
in  quantity  sold. 


ERIC 


FRAME  t9  - (continued) 


(a)  is  demand  elastic? 

Yes 

No 

(b)  What  happens  to  total  revenue  when  price  increases? 
(Show  your  calculations.) 

1 ncreases 
Decreases 


(a) 

Demand  i s e 1 ast i c . 

The 

percentage  change  in  quantity  sol 

d i s 

rlj-jjg-Q  X 100  = \'/%  (approx.) 

The 

percentage  change  in  price  is 

o -u 
X 

o 

o 

II 

o 

Elasticity  is  17/10  1 

(b) 

At  the  new  price,  total  revenue 

is  77  cents  X 

10,000  pounds  = $7,700  per  week. 

Tota  1 

revenue 

decreases  from  $8,400  to  $7,700 

a week. 

When  demand  is  elastic,  a small 

i ncrease 

in  price 

reduces  quantity  demanded  so  much  that  sales 

revenue  declines  despite  the  increase  in 

pr i ce . 

rm 


FRAME  20 


When  demand  is  elastic  and  price  decreases,  quantity  demanded 
increases  so  much  that  total  sales  revenue  i ncreases/ decreases . 

(pick  one) 


i ncreases 


FRAME  21 


For  example,  suppose  that  when  mink  coats  sell  for  $2,000,  women 
buy  1,000  coats  a week;  when  the  price  is  lowered  by  10$  to  $1,800, 
women  buy  2,000  coats.  Prove  that  demand  is  elastic  by  showing  what 
happens  to  total  sales  revenue. 

(a)  When  price  is  $2,000,  total  sales  revenue  is 

(b)  When  price  is  $1,800,  total  sales  revenue  is 

(c)  Total  revenue  i ncreases/ decreases  when  price  drops. 

(pick  one)  * 

(d)  Therefore,  demand  is  e I ast i c/ i ne I ast i c. 

(pick  one) 


(a) 

$2,000 

X 1,000=  $2,000,000 

(b) 

$1,800 

X 2,000  = $3,600,000 

( c) 

Total 

revenue  increases 

(d) 

Demand 

is  el ast  i c 

FRAME  22 


In  the  case  of  elastic  demand,  the  percentage  change  in  Q (quantity 
demanded)  is  greater  than  the  percentage  change  in  P (price).  As  a 
result,  a price  increase  causes  total  sales  revenue  to  drop.  When 
price  drops,  total  sales  revenue  increases. 

If  demand  is  inelastic  (not  very  price  responsive)  then: 

(a)  a price  drop  will  mean  a drop/r i se  in  total  sales  revenue 

(pick  one) 

(b)  a price  rise  will  mean  an  i ncrease/decrease  in  sales  revenue 

(pick  one) 


FRAME  22  - (continued) 


(a)  drop;  (b)  increase  (Exactly  the  opposite  from  what 

happens  if  demand  is  elastic.) 


FRAME  23 


At  its  usual  price,  demand  for  milk  is  inelastic. 

If  the  price  of  milk  is  increased  slightly,  say  by  2 cents  per 
half  gallon,  we  can  tell,  without  calculation,  that  total  revenue  will 

(a)  increase 

(b)  decrease 


( a ) 

i ncrease 

When 

demand  is 

i nel asti c, 

an 

increase  in  price 

leads 

to  an  i ncrease 

in  total  revenue.  Quantity  sold 

does 

not 

drop  enough 

to  offset 

the 

increase  in  price 

• 

FRAME  2A 


If  you  v;ere  a merchant  trying  to  increase  total  revenue,  you  could 
do  it  by  raising  the  price  of  goods  for  which  demand  is 

(a)  elastic 

( b)  inelastic 


(b)  inelastic 


FRAME  25 


Judging  from  the  above  analysis,  if  demand  were  unit  elastic  at 
a particular  price  and  price  increased,  what  would  happen  to  sales 
revenue? 

increase  / decrease  / stay  the  same 
(pick  one) 


-1*4- 


FRAME  25 


( cont i nued ) 


S stay  the  same 

| 


| 

i 

j 


FRAME  26 


Now  complete  these  statements  about  elasticity  of  demand: 

(a)  When  demand  is  elastic,  a change  in  price  will 
cause  sales  revenue  to  change  in  the  same/ oppos i te 

(pick  one!) 

(b)  If  a price  increase  causes  total  sales  revenue  to  in 
increase  cemand  is  e I ast i c/ i ne I ast i c . 

(pick  one) 

(c)  If  price  increases  and  total  sales  revenue  decreases 
demand  is  el ast i c/i ne I ast i c. 

(pick  one) 


(a) 

oppos i te 

(b) 

i ne 1 ast i c 

(c) 

e 1 ast i c 

FRAME  27 


Why  is  demand  more  elastic  for  some  goods  than  for  others? 

Goods  have  elastic  demand  if.  . . 

(a)  Many  subst i tutcs  are  avai I able,  or 

(b)  If  they  are  I uxur i es , or 

(c)  If  they  are  h i gh-pri ced . 


Which  of  the  following,  then,  would  you  expect  to 
have  high  elasticity? 

(a)  Mink  coat 

(b)  Milk 


-ifo  - 


O 


-- 


FRAME  27  - (continued) 


(a)  Mink  coat 


FRAME  28 


Milk  has  a low  price  elasticity  of  demand--changes  in  price  have 
little  effect  on  the  quanlity  bought. 

The  availability  of  substitutes  is  an  important  factor  here. 


You  can't  get  anything  much  cheaper  than  milk  (at  its  usual  price)  to 
give  you  the  same  food  value. 

Yet.  suppose  a good  ’‘milk  substitute”  called  ”Dairi” 
is  put  on  /he  market.  It  sells  for  less  than  milk. 

Then  what  about  milk? 


(a)  The  price  elasticity  of  demand  for  milk  could 

bo  hiqhcr-lowor  than  before  ”Dairi”  came  on  the  market, 
(pick  one) 

(b)  Why?  


(a)  higher 

(b)  a substitute  is  now  available  at  a lower  price. 


FRAME  29 


i’hen  substitutes  ur<*  available  at  a comparable  or  lower  price, 
demand  for  an  item  will  tend  to  be  e I ast i c/ i ne I as* i c . 

(pick  one) 


e I ast i c 


- • ft  b “ 

5 U'l 


FRAME  30 


Which  of  these  products  (at  lowest  sale  prices) 
would  be  most  i ne I ast i c? 

(a)  Butter 

(b)  T-bone  steak 

(c)  Bread 


(c)  Bread 

You  can  use  margarine  instead  of  butter,  ground 
chuck  instead  of  T-bone  steak,  but  there's  not 
much  you  could  get  to  take  +he  place  of  bread 
at  its  lowest  sale  price. 


FRAME  31 


An  item  tends  to  have  elastic  demand  if  it  has  few/many  substitutes 


many 


FRAME  32 


The  demand  for  luxury  items  also  tends  to  be  elastic.  Luxuries  are 
the  comforts  and  beauties  of  life:  things  that  are  not  really  necessary 

Which  of  these  items  would  tend  to  have  elastic  demand? 


(a) 

Gold  cuff  1 i nks 

(b) 

A 

silver  candlestick  holder 

(c) 

A 

diamond  necklace 

Give  a reason  for  your  answer: 


t<n- 


b’02 


FRAME  32  -(continued) 


they  would  all  have  elastic  demand.  They  are  all  luxuries. 


FRAME  33 


T rue  or  Fa  I se? 

Demand  for  items  that  are  really  necesssary  tends  to 
be  inelastic;  demand  for  items  that  are  luxuries  tends 
to  be  elastic. 


(a)  True 

(b)  False 


(a)  True 


FRAME  34 


The  pr  i ce  of  a good  or  service  also  plays  some  part  in 
determining  whether  demand  will  be  elastic  or  inelastic. 

So  far,  we  have  talked  about  price  elasticity  as  if  demand  for 
some  products  is  elastic  and  for  others  inelastic.  This  is  true  for 
all  practical  purposes. 

Suppose,  however,  that  watermelon  in  April  is  16 <t 
a pound  and  in  September  is  2^  a pound.  What  general 
statement  can  you  make  about  the  year-round  price 
elasticity  of  demand  for  watermelon? 


It  varies  according  to  the  price., 

(If  you  said  it  varies  according  1o  the 
"season” — remember  that  it  is  the  price 
which  tells  a shopper  whether  a produce 
item* is  "in  season"  or  "out-of-season." 


-\U~ 


J 


FRAME  35 


Generally,  at  high  prices  demand  is 
at  low  prices  demand  is 


elastic;  inelastic. 


FRAME  36 


Even  for  something  generally  considered  a necessity,  there  will 
probably  be  a price  at  which  each  buyer  will  decide  that  the  item  is 
a luxury. 

If  milk  should  require  too  much  of  a scarce  resource 
(money),  another  food  may  have  to  be  used  as  a substi- 
tute. So,  if  milk  went  up  to,  say,  $5.00  per  quart, 
what  would  probably  happen  to  demand  for  it? 

It  would  become  more  elastic  /less  elastic. 

~~  (pick  one) 


more  elastic 

(The  higher  the  price  of  an  item,  the  more 
elastic  the  demand  is  likely  to  be.) 


FRAME  37 


To  see  for  yourself  thar  for  a straight  line  demand  curve,  elasticity 
changes  constantly,  study  this  graph.  You  won't  be  tested  on  this  informa- 
tion, but  you  should  find  it  interesting  proof  of  the  statements  we  made 


u 

l/z  ■ 


< I 


00 


% ^ Q _ , 
5T5TP 


(T  . ; . • shows  you  why  e I astj  ci  ty  and 

slope  are  not  the  same  thing.) 

1-1  (Go  on  to  next  frame.) 


FRAME  33 


Again,  for  most  goods, 
it  is  i ne I ast i c at 


demand  is  elastic  at prices; 

pri ces. 


high;  low 

> 

(Therefore,  products  which  usually  sell  at  a very  low 
price — pencils,  rubber  bands,  paper  clips,  bubble  gum--  j 
have  an  inelastic  demand.  Price  can  double  and  still 
buyers  don’t  ieave  the  market.  (The  same  holds  true 
for  watermelon  in  September.) 


FRAME  39 


Let’s  review: 

A good  (or  service)  tends  to  have  elastic  demand  if.  . . 


(a) 

Many 

are  ava  i 1 ab  1 e,  or 

(b) 

It  i s a 

, or 

(c) 

If  it  is 

- 

(a)  substitutes  , 

(b)  I uxury 

(c)  h i gh-pri ced 


FRAME  40 


Now  try  this  question: 

A bottle  of  insulin  could  be  the  only  life-saver 
for  a diabetic--at  any  price  a drug  firm  wanted 
to  ask.  What  factors  make  price  demand  for 
insulin  i nel ast i c? 


<5 


5* 


< j 


FRAME  40  - (continued) 


No  substitutes  available;  a necessity. 
(In  this  case,  price  isn't  a factor 
because  the  need  is  critical.) 


FRAME  41 


Describe  a product  with  high  demand  elasticity  in  terms  of  the 
three  character i st i cs  of  price  elasticity  of  demand. 

The  product  would  have  the  following  features: 

(a) 

(b) 

( c) 


The  product  would: 

(a)  have  many  substitutes 

(b)  be  a luxury 

(c)  be  high-priced 


FRAME  42 


Keep i ng  the 
whether  demand  is 


three  character i sti cs 
I i ke I y to  be  elastic 


in  mind,  indicate  for 
or  inelastic  at  norma 


the  fo  I I ow  i 
pri  ces . 


(a)  Caramel  topping  for  ice  cream. 


(b)  Diamond  ring 


(c)  Gasol i ne 


(d)  Butter 


0 u _* 


-\c, 


FRAME  42  - (continued) 


A.  E I ast i c 

Caramel  topping  has  many  subst i tutes ; it  is 
not  a necessity,  even  though  it  is  low  in  price. 

B . Elastic 

A diamond  ring  is  easily  subst i tutab I e (to  the  point 
where  you  can  simply  do  without  it — unless  your  name 
is  Zsa  Zsa);  it  is  a I uxury ; it  is  cos 1 1 y (you  can 
find  other  uses  for  the  money,  one  of  our  limited 
resources . 

C.  Inelastic 

If  the  price  rose  steeply,  we  might  begin  cutting 
back  on  gasoline  consumption,  but  for  many  people 
in  our  society,  gasoline — or  the  power  of  transpor- 
tation that  it  provides — is  a necessity. 

D.  E I ast i c 

Although  butter  usually  isn't  regarded  as  a luxury 
these  days,  and  isn't  generally  considred  rostly 
(the  way  a diamond  is),  it  has  a ready  subst i tute 
if  the  price  moves  upwards. 

1 


- l3St- 


SUMMARY 


!.  Price  elasticity  of  demand  measures  response  of  quantity  demanded  to 
change  in  price.  It  is  the  ratio  of  the  percentage  change  in  quantity 
demanded  to  the  corresponding  percentage  change  in  price — at  some  parti- 
cular place  on  the  demand  curve. 

2.  Economists  refer  to  demand  as  inelastic,  unit  elastic,  or  elastic, 
depending  on  whether  the  percentage  change  in  quantity  demanded  divided 
by  the  percentage  change  in  price  yields  an  answer  'I'hat  Ts  less  than, 
equal  to,  or  greater  than  one. 

3.  Generally,  a quick  way  to  compare  two  demand  curves  for  the  degree  of 
elasticity  is  to  note  the  slopes  of  the  curves.  The  steeper  the  slope, 
the  less  the  elasticity. 

4.  Although  elasticity  is  related  to  slope,  they  are  not  the  same  thing 
and  are  not  measured  in  the  same  way.  (See  5-c  below.) 

5.  Price  elasticity  of  demand  is  affected  by  one  or  more  of  three  closely 
related  factors: 

(a)  The  availability  of  substitute  goods  or  services. 

(b)  The  extent  to  which  the  good  or  service  is  necessary. 

(c)  The  price  of  the  good  or  service.  At  high  prices, 
quantity  demanded  is  usually  elastic.  At  low  prices, 
quantity  demanded  is  usually  inelastic.  Price  elasticity 
of  demand  is  different  at  different  points  on  a demand 
curve — that  is  a straight  line: 


FRAME  43 


Shortly  the  reason  for  learning  about  elasticity  will  become  clearer 
to  you.  Elasticity  is  related  to  monopoly  market  power,  and  you  are  about 

to  study  pure  monopoly  markets — markets  with  only  one  seller  (and  into  which 

other  sellers  cannot  enter). 

Because  the  monopo I i st  is  the  only  seller,  the  monopolist  can  set  price. 
To  maximize  profits,  he  msut  have  a shrewd  notion  of  how  the  amount  he  can 

sell  of  the  good  or  service  he  produces  is  geared  to  changes  in  price.  And 

that  — as  you  have  seen — is  price  elasticity. 

If  demand  is  elastic  at  the  current  price,  it  may  be 
risky  to  raise  the  price.  Why? 

(Your  own  words) 


Quantity  sold  will  fall  off  too  much  and  total 
revenue  will  drop.  (On  the  other  hand,  it's 
good  business  practice  to  raise  price  if  demand  is 
i n-e I ast i c at  the  current  price.) 


FRAME  44 


When  all  competition  in  selling  the  same  good  or  service  is,  for 
some  reason,  effectively  barred,  one  se I I er--supp I y i ng  the  whole  market — 
has  the  power  to  raise  or  lower  prices.  The  opposite  of  such  a purely 
monopolistic  market  is  a purely ■ market. 


I 

compet i t i ve  J 
I 

1 


FRAME  45 


The  monopolists  can  fix  the  price  of  a product  by  refusing  to  sell 
at  any  other  price.  The  market  supply  and  demand  curves  for  the  product 
are  h i s supply  and  demand  curves. 

If  the  monopolist  fixes  the  price,  what  will  determine 
the  quantity  demanded? 


FRAME  45 


(conti nued) 


The  buyers'  willingness  to  buy  at  the  price 
f I xed  by  the  se I I er . 


FRAME  46 


Here  is  an  example.  Pretend  that  a sma! I Montana  town  has  the  only 
movie  theater  within  50  miles.  The  monopolist  fixei.  the  price  at  $2.00 
and  will  admit  anyone  who  will  pay  the  price.  The  theater  sells  1,000 
tickets  per  week.  The  market  (and  monopolist's)  demand  and  supply  curves 
look  I i ke  this: 


Market  Demand  o,  Supply 
Movie  tickets 

H tickets/week 


The  monopolist  takes  advantage  of  the  demand  conditions 
existing  in  the  market  so  as  to  maximize  h i s 


profits. 


FRAME  47 


The  monopol ist  has  market  power,  power  to  set  price.  The  degree  of 
market  powei — his  leeway  to  change  price — depends  on  how  sensitive  market 
buyers  are  to  a change  in  price.  How  much  less  will  they  buy  at  a higher 
price?  To  prepare  you  to  talk  about  market  power,  we  have  given  you  a 
new  concept  for  describing  the  demand  price-quantity  relationship.  It 
is  the  concept  of  price of _. 


price  elasticity  of  demand . 


~ l rl  t)  ~ 

01  1 


FRAME  48 


Assume  that  each  of  the  following  have  local  monopolies  in  a small 
town.  Choose  the  situation(s)  in  which  the  monopolist  has  the  roost  market 
power.  Explain  your  choice(s). 


(a) 

Milk  supp 1 ier 

(b) 

Garbage  collector 

(c) 

Movie  house 

(d) 

Local  Ford  dealer 

(a)  and  (b)  have  the  most  monopoly  power  because 
demand  is  probably  less  elastic  for  the  good  or 
service.  Both  are  necessities  with  few  substitutes. 


FRAME  49 


Under  what  circumstances  can  a monopolist  raise 
his  price  and  expect  an  increase  in  sales  revenue? 

When  demand  is  elastic  / inelastic. 

, (pick  one ) 


inelastic 


FRAME  50 


So  if  the  demand  for  a good  or  service  is  i ne I astic,  a monopolist 
can  raise  his  prices  and  expect  an  increase  in  sales  revenue. 


Therefore  a shrewd  monopol i st  would/would  never  continue 
selling  at  a price  that  is  inelastic. 


- I b " 

511 


FRAME  50 


( cont i nued) 


I wou I d neve  r 

l 


CONCLUSION 


The  closer  substitutes  there  are  for  the  monopolist’s  product  or 
service,  the  more  elastic  will  be  his  demand  curve,  and  the  less  market 
power  he  will  have.  He  will  have  competition  from  sellers  of  substitute 
products,  and  generally  speaking,  the  more  competition  a monopolist  faces, 
the  more  elastic  his  demand  curve!.  A pure  competitor  has  an  infinitely 
elastic  demand  curve.  Price  is  determined  by  the  market,  and  the  firm  can 
sell  only  at  that  price. 


This  means  that  the  firm  can  sell 
all  it  wants  at  S2.00. 


$2.00 


D 


Q 

On  the  other  hand,  the  market  demand 

will  look  like  this.  . . or  this.  . . 


Unit  I j 
Lesson  No.  3 


\ 'UOL>*<AM 

CRITERION  TEST 


I 

Fur  (he  foi (owing  goods  and  services,  slate  (in  column  2)  whether  you 
think  demand  tends  to  be  elastic  or  inelastic;  give  your  reasons  in 
column  3. 


Column  I Column  2 Column  3 


1.  Potatoes  - 5 lb.  bag 
§ 39 <t 

2.  Gas  at  a station  in 
Mojave  desert  (next 
nearest  station  100 
miles). 

3.  Gas  at  the  corner 
station  in  your 
ne i ghborhood 

4 . Jet  flight,  S . F.  to 
Europe,  Spring,  1967 

5.  Filet  mignon  steak 
in  fancy  restaurant. 

6.  Candy  bars  in  school 
vending  machine. 

7.  A new  headache 

remedy  6 $1.98  for 
6 tablets. 

1 

CRITERION  TEST 
(conti nued) 


I I 

Study  these  examples  and  write  down  whether  demand  is  e I ast i c or 
i ne I ast i c and  whether  total  reveneu  will  increase  or  decrease  if  price 
goes  up  or  down. 

1.  The  price  of  earrings  dropped  2%  and  the  quantity  increased  3/£. 

( a ) Dema n d is  • . 

(b)  If  price  goes  up,  total  revenue  will . 

2.  The  price  of  pqpper  grinders  goes  up  4%  and  the  quantify  sold  stays 
the  same. 

(a)  Demand  is . 

(b) '  If  price  goes  down,  total  revenue  will . 

3.  The  price  of  light  bulbs  goes  up  and  quantity  sold  goes  down  1%. 

(a)  Demand  is . 

(b)  If  price  goes  down,  total  revenue  will . 

4.  The  price  of  boys'  sox  drops  3^  and  the  quantity  sold  increases  2 %. 

(a)  Demand  i s . 

(b)  If  price  goes  up,  total  revenue  will 

5.  The  price  of  thermos  bottles  drops  6%  and  the  quantity  sold  increases  8%. 

(a)  Demand  i s . 

(b)  If  price  goes  up,  total  revenue  will . 


UNIT  II 

Lesson  No.  3 ANSWERS  TO  CRITERION  TEST 


1 

Co  1 umn  1 

Column  2 

Co>  umn  3 

1 . 

i ne 1 ast i c 

few  if  any  substitutes  at 
the  prices,  necessity. 

2. 

inelastic 

no  substitute  at  any  price; 
necess i ty . 

3. 

e 1 ast i c 

plenty  of  substitutes;  not 
necessary  to  buy  it  at  this 
station. 

4. 

e 1 ast  i c 

Many  substitutes;  luxury; 
expens i ve 

3. 

e 1 asti c 

cheaper  substitutes  can  fill 
the  need. 

6. 

i ne 1 ast i c 

A cheap  item  that  satisfies 
the  need  and  is  available 
on  the  school  grounds. 

7. 

. 

e 1 asti c 

other  preparations  wMI 
substitute  at  a cheaper 
pri  ce. 

~ JCC  " 

f — •>  r— ' 

0 1j 


ANSWERS  TO  CRITERION  TEST 
v conti nued) 


I I 


1 . 

(a) 

o 1 ast i c 

(b) 

decrease 

2. 

(a) 

i ne 1 ast i c 

(b) 

decrease 

3. 

( a ) 

i ne 1 ast i c 

(b) 

decrease 

4. 

(a) 

inelastic 

(b) 

i ncrease 

5. 

(a ) 

e 1 ast i c 

(b) 

decrease 

~ '3  O I - 


LESSON  6 


UNIT  II 
Exercise  7 


PRICE  ELASTICITY  OF  DEMAND: 
SUMMARY  QUESTIONS  AND 
PRACTICAL  APPLIACTIONS 


1.  When  does  a good  or  a service  have  an  elastic  or  inelastic 
demand?  Give  examples. 


2.  For  the  following  goods  and  services,  state  (in  column  2) 
whether  or  not  you  think  demand  is  elastic,  and  give  your  reasons  in 
column  3. 


- 


3.  In  column  2,  describe  the  price  elasticity  of  the  demand  or 
supply  curves  shown  in  column  1.  In  column  3,  give  a possible 
example  of  a product  for  which  the  market  demand  or  supply  cu.’be 
might  have  that  shape;  explain  why. 


COLUMN  1 
Demand  & Supply 
Curves 


DEMAND 


COLUMN  2 
Description  & 
Curve 


COLUMN  3 
Example 


SUPPLY 


D. 


O 

ERIC 


Jo  V 


4.  a.  The  law  of  Supply  and  Demand  allows  us  to  predict  whether 
price  and  quantity  increase  or  decrease  when  market  conditions  change. 
For  instance,  if  supply  increases,  demand  remains  the  same,  price  will 
, and  quantity  will 


b. 

PRICE 


Look  at  the  diagram  above  and  try  to  figure  oat  what  determines  how  much 
price  and  quantity  will  change  when  supply  changes. 

List  the  things  which  might  determine  how  big  a change  in  price  and 
quantity  will  be  brought  about  by  a change  in  supply  or  demand. 


5.  These  diagrams  show  the  demand  and  supply  curves  for  two  competing 
toothpaste  manufacturers  before  manufacturer  A launches  a new  and  very 
successful  advertising  campaign  with  the  tentalizing  claim  the  "Ultra 
Brite  give  your  mouth  sex  appeal!" 


P 

$ .50 
.45 
.40 
.35 
.30 
.25 


COMPANY  A 
(ULTRA  BRITE) 


P 


$ 


.50 


COMPANY  B 
(COMPETITORS) 


.20 


.20 


1000  2000  3000  4000  5000 


1000  2000  3000  4000  5ot)0 


A.  Why  do  the  two  firms  have  horizontal  supply  curves?  What  does 
that  say  about  price  and  how  does  this  conform  to  what  you  know  about  the 
way  toothpaste  prices  are  set? 


B.  If  the  Ultra-Brite  advertising  campaign  is  successful,  what 
effect  will  it  have? 

It  will  Increase/decrease/not  affect  Company  A*s  demand. 

(circle  one) 


It  will  Increase /decrease /not  affect  elasticity  of  demand  for  Company  A. 
It  will  Increase /decrease /not  affect  Company  Bfs  demand. 

C.  Draw  the  new  demand  curves  for  each  firm  in  the  diagrams  above. 


D. 


If  the  campaign  is  a success,  what  change  should  occur  in 
Company  A's 

price:  It  will  increase/decrease/can1 t tell, 

quantity  sold:  will  Increase/decrease/can1 t tell 


6.  Assume  that  you  are  the  sole  producer  of  a rare  metal  because  you  own  the 
only  mine  in  existence.  Assume  also  that  for  a wide  price  range  market  demand 
is  inelastic*  Because  you  are  a monopolist  you  can  set  your  own 
price.  Would  you  sell  the  metal  at  a price  where  demand  is  elastic  or  inelastic? 
Explain  your  reasoning. 


7.  Assume  someone  invents  a new  metal  alloy  which  is  a little  cheaper  to 
produce  and  a good  substitute  for  your  metal. 

a.  What  effect  would  this  new  development  have  on  market  demand  for  your 
metal? 


b.  You  probably  will  be  forced  to  lower  your  price*  What  will  happen  to 
your  sales  revenue?  Will  it  probably  go  up  or  down?  Explain* 


- .2  o -T  - 


UN  I T II 
EXERCISE  3 


LESSON  6 


PERFECT  MONOPOLY 


O 

ERIC 


For  this  exercise,  pretend  ThaT  you  are  the  only  seller  of  Frosted  Freeze 
ice  cream  cones  in  a small  town.  Market  demand  is  given  by  Table  I and 
Figure  I.  Your  cost  of  production  at  different  levels  of  output  is  shown 
in  Table  II  and  Figure  II. 

PRICE 


Tab  I e l_ 

Market  Demand  For 
Frosted  Freezes 


Price  per 
Cone 

#Cones 
Demanded 
oer  day 

5<f 

2600 

7 

2400 

9 

2200 

1 1 

2000 

13 

1800 

15 

1600 

17 

1400 

19 

1200 

21 

(000 

23 

800 

Table  II 


Figure  I:  Market  Demand  for  Frosted  Freezes 

TOTAL  COST  


Total  Cost  of 
Product  ion 


Quant i ty 
Produced 
(#  cones) 

Tota  1 
Cost 
per  day 

2800 

340 

2600 

275 

2400 

225 

2200 

190 

2000 

168 

1800 

149 

1600 

134 

1400 

120 

1200 

106 

1000 

93 

800 

80 

600 

70 

0 

60 

5.^1 


I.  You're  in  busines  to  make  as  much  profit  as  possible.  Given  the  informa- 
tion on  the  previous  page,  how  do  you  decide  what  do  do?  That's  the 
object  of  the  first  part  of  this  exercise. 

a.  The  first  thing  to  do  is  to  figure  out  what  your  supply  curve  is. 
After  you  think  you  know,  draw  it  in  Figure  I. 

b.  What  will  be  the  market  price  and  quantity  sold? 

(1)  price 


(2)  quantity  sold  per  day 

(3)  What  are  your  total  profits  per  day? 

(4)  Can  you  make  greater  total  profits  at  any  other  price  and 
quantity.  If  so,  you've  figured  wrong  and  you  should  be 
operating  at  that  price  and  quantity.  Change  your  answer 
until  you  are  operating  at  a price  and  quantity  which  give 
you  the  greatest  possible  total  profit. 

c.  What's  the  difference  between  you're  behavior  and  that  of  the 
ear  piercer  in  the  Lesson  4 exercise? 


2.  In  the  case  presented  above,  you  are  in  a very  good  position  to  exDloit 
your  monopoly  because  of  the  nature  of  the  demand  for  Frosted  Freezes. 

Here  is  another  demand  schedule  for  Frosted  Freezes.  If  this  were  your 
demand  achedule,  complete  the  columns  in  the  table  tyo  calculate  your 
best  output  and  price,  assuming  you  are  operating  under  these  demand 


conditions  and  the  cost 

conditions  shown 
TABLE  1 1 1 

In  Table  1 1 . 

Price/  cone 

Quantity 

Total  Sales 

total  Cost 

Total  Profit 

demanded 

(Sales  - Cost) 

per  day 

1 

7 

2600 

$275 

9 

2200 

190 

1 1 

1800 

149 

13 

1400 

120 

15 

1000 

93 

a.  You  wi  I I set  I cones  per  day  at  a price  of  

per  cone,  and  you  will  make  a total  profit  equal  to 

per  day. 

b.  Describe  the  difference  between  the  two  demand  schedules.  Why  does 
the  first  demand  schedule  allow  you  to  make  higher  profits  and  chzrge 
a higher  price? 


c.  What  does  this  suggest  about  what  determines  the  ability  of  a 
monopolist  to  make  high  profits? 


3.  What  would  happen  if  someone  decides  to  start  selling  Frosted  Freezes 
in  competition  with  you?  Use  the  demand  shown  in  Table  I as  the  market 
demand  before  your  competitor  started  into  production,  and  answer  the 
following  Questions. 

a.  Can  two  businesses  produce  in  this  market  and  still  both  make 
profits?  How  do  you  know? 


b.  Assume  that  your  competitor's  costs  are  the  same  as  yours.  How 
would  he  try  to  get  business  away  from  you? 


c.  How  would  you  respond  to  this  competition? 


d.  How  would  the  competition  affect  your  demand  curve  (schedule)? 


O 

ERIC 


e. 


Do  you  think  you  could  drive  your  new  competitor  out  of  business? 
How? 


LESSON  6 


UNIT  II  COMPARISON  QP  PERFECT  CC'MPET  I • : ON 

EXERCISE  <?  AND  PERFECT~ONOP()'l? 


I,  Use  the  Table  below  to  summarize  the  differences  between  perfect  comneti- 
tion  and  perfect  monopoly.  Complete  the  table  for  the  care  of  pure 
monopol y . 


MARKET  CONDITIONS 

1 

i 

MARKET  CONDUCT  OF 

MARKET  LGN^-'-UN 

(Supply  and  Demand  Conditions) 

! 

COMPET 1 TORS 

PET”  ORMAN 

(Price  Determination, 
competition  between  firms 

PERFECT  COMPETITION 

Very  large  number  of  firms 

1 . 

Firms  cannot  set  price; 

1 . The  price  er.nn  i s 

. No  large-sized  firms — no 
firms  have  any  control  over 
demand  conditions.  The 

they  can  only  adjust  pro- 
duction to  try  to  get  the 
h i ghest  prof i t . 

co s+  of  r.i  re ri i; o > i o r 
and  a norma  1 profit. 

?.  Profits  are  j •;<>!■ 

firm's  demand  curve  is  a 

2. 

Whenever  profits  are  ab- 

hirjo enough  to  keep* 

hor i zonta 1 1 i ne. 

normally  high,  new  firms 

* i rms  producing,  vm* 

| 

Each  firm  produces  a pro-  j 

duct  which  is  identical  to 
that  produced  by  his  com- 

3. 

enter  production. 

Firms  copy  each  other's 
i event  ions . 

/not  cruMicr-  i o 

i nduco  no*'  ' ; nos  to 
enter  the  induv^ry, 

pet i tors 

. There  are  no  barriers  to 

4. 

Firms  cannot  keep  other 
firms  from  start inq  in 

3 . h rms  p rod ucc  n u 4'  - 

put  uoinu  the  rro’t 
eff’ciont  neon.,  of 
product i o * i . 

entry  of  new  firms.  When- 
ever profits  are  abnormally 
high,  new  firms  enter  indus- 
try. 

bus i ness 

IRFECT  MONOPOLY 

( 

[5^2 


5 c ci  - 


What  is  perfect  dbour  these  two  markets?  What  does  perfect  mean  here? 


C . 


•>'  i 


MARKET  STRUCTURE 


In  people,  perfect  behavior  is  always  suspect. 

We  sa/,  "That  boy  Is  too  good  to  be  true,"  and  we 
can  say  the  same  thing  about  the  "perfect"  market 
we  have  been  considering — perfect  competi t i t ion 
and  perfect  monopoly.  They  are  models,  ideal iza 
tions  which  show  relationships  and  which  permit  us 
to  explain  or  predict  but  which  are  not  the  real 
worl  d . 


In  the  real  world,  we  cannot  classify  markets  quite  so  neatly.  In  fact, 
it  is  just  about  impossible  to  find  examples  of  perfect  competition  or  perfect 
monopoly.  Practically  all  markets  lie  somewhere  between  the  two  extremes — they 
are  cases  of  imperfect  competition. 

When  you  are  through  with  this  lesson  you  will  be  able  to  identify  the  major 
types  of  imperfectly  competitive  markets  in  which  various  industries  are 
categorized.  Given  information  on  the  competitive  conditions  in  a real  market, 
you  will  be  able  to  categorize  it  into  the  most  appropriate  market  type.  You 
will  also  be  able  to  recognize  the  characteristics  of  each  type  of  market. 


FRAME  I 


Although  perfect  markets  are  virtually  non-existent,  they  are  not 
useless.  But  because  they  are  not  sufficient  to  describe  reality,  we 
need  to  be  able  to  identify  some  more  realistic  types  of  markets. 

Before  we  do  that,  let's  make  sure  that  you  have  the  model  of 
perfect  markets  firmly  under  control. 

Of  the  following,  which  most  closely  resembles  (i)  a 
perfect  competitive  market  and  (ii)  a perfect  monopoly 
market? 

(a)  San  Francisco's  crab  fishing  fleet  with  Its 

many  individually-owned  boats. 

(b)  The  lone  grocery  store  in  an  1849  Gold  Rush  town. 


(a)  The  crab  fishing  fleet  most  closely  resembles  . 

the  perfect  competitive  market--many  boats  ; 

catching  and  selling  essentially  the  same  i 

product.  | 

(b)  The  grocery  store  provided  a sole  source  of 
supply.  If  you  wanted  to  buy  your  groceries 

in  town,  there  was  just  one  place  to  buy  them,  i 
Thus,  its  situation  was  close  to  perfect  ! 

monopol y . I 


FRAME  2 

Each  of  the  perfect  markets  can  be  analyzed  in  terms  of  at  least 
three  characteristics: 

( 1 ) Concentrat i on 

(2)  Barriers  to  Entry 

(3)  Product  Differentiation 
FRAME  2 conti nued  on  next  page. 


►*1 

/ 
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FRAME  2 


(continued) 


Concentration  refers  simply  to  the  number  and  size  of  sellers  in 
a market.  If  there  are  many  sellers  In  the  market  with  none  so  big 
that  it  provides  a substantial  percent  of  supply  in  the  market,  con- 
centration is  low.  If  there  are  only  a few  sellers  or  if  only  a few 
have  the  lion'sshare  of  the  market,  concentration  is  high.  If  all 
selling  is  concentrated  in  a single  seller,  concentration  Is  complete < 


A market  with  high  concentration  more  closely  resembles: 


(a)  perfect  competition 

(b)  perfect  monopoly 


(b)  perfect  monopoly 


FRAME  3 


In  perfect  competition,  concentration  is 


(a) 

high 

(b) 

1 ow 

( b ) low 

Selling  is  spread  among  many  firms,  to  the!point 
where  we  might  say  that  there  is  no  concentration 
at  a I I . : 


FRAME  4 


Now  fill  in  the  type  of  market 
that  should  appear  opposite  each  item 
in  the  column  headed  concentration. 


5 

: ! n 


TYPE  OF 
MARKET 

CONCENTRATION 

(a) 

NONE 

(b) 

COMPLETE 

FRAME  4 - (continued) 


(a)  PERFECT  COMPETITION  (b)  PERFECT  MONOPOLY 


FRAME  5 


On  page  62,  Table  I,  you  are  going  to  begin  building  a chart  that 
will  eventually  describe  the  characteristics  of  five  kinds  of  markets. 
You  will  be  making  up  this  chart  as  you  work  through  the  program,  ulti- 
mately filling  in  all  the  numbered  and  lettered  spaces. 

Start  by  turning  to  page  62  now.  Describe  the  concentration  for 
the  two  markets  you've  studied  so  far  by  filling  in  the  two  squares 
market  (I).  (Use  the  terms  "complete"  and  "none"  in  the  appropriate 
spaces.  Check  yourself  by  reviewing  the  chart  in  Frame  4 above.) 


FRAME  6 


The  second  characteristic  which  describes  the  types  of  market  is 

Barriers  to  Entry 

This  characteristic  describes  how  hard  it  is  to  get  into  the 
business  of  selling  a particular  commodity. 

Which  word  describes  how  difficult  it  would  be  to 
set  up  a business  in  a perfect  monopoly  market? 

(a)  Hard 

(b)  Easy 


(a)  Hard 

In  a perfect  monopoly  market,  one  company  has 
everything  "sewn  up."  It  would  be  far  from  easy 
to  break  in — at  least  it  would  be  hard  to  do  so 
for  the  economic  reason  of  making  a profit. 


5^0 


TABLE  I 


MAJOR  CHARACTER' ST  I CS  OF 
THE  FIVE  GENERAL  MARKET  TYPES 


TYPE  OF  MARKET 

CONCENTRATION 

(a)  Perfect 

Competition 

(1) 

(2) 

(3) 

(b) 

(4) 

(4) 

(4) 

(c) 

(5) 

(d) 

(6) 

(e)  Perfect 
Monopol y 

( 1 ) 

(2) 

(3) 

O 
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FRAME  7 


What  about  the  perfectly  competitive  market? 

To  set  up  a business  in  a perfectly  competitive 
market  would  be: 

(a)  Hard 

(b)  Easy 


(b)  Easy 

The  perfectly  competitive  market  is  one  with 
many  sel'ers  of  the  same  product.  One  more 
seller  is  not  going  to  make  any  difference  to 
the  market.  Equally,  the  new  seller  is  not 
going  to  do  much  better  than  anybody  else. 


FRAME  8 


Go  back  to  page  r'?.  again,  and  in  Table  I,  which  you  are  constructing, 
add  a new  heading.  At  the  top  of  the  third  column  print: 

BARRIERS 
TO  ENTRY 

In  the  spaces  marked  (2)  insert  the  words  "complete"  and  "none" 
opposite  Ine  types  of  market  they  describe.  Check  your  answers  in  the 
box  below,  and  then  go  to  the  next  frame. 


Under  "Barriers  to  Entry"  opposite  "Perfect  Competition" 
you  should  have  written  NONE;  opposite  "Perfect  Monopoly" 
you  should  have  written  COMPLETE. 


FRAME  9 


Product  Differentiation. 


When  we  say  that  the  product  sold  by  sellers  is  "differentiated," 
we  simply  mean  that  the  good  or  service  is  not  standardi zed.  Each  firm’s 
output  is,  in  some  way,  different.  We’ll  look  at  that  definition  more 
closely  in  a moment,  but  it  will  serve  for  the  time  being. 

In  a market  which  comes  close  to  being  a perfect 
competitive  market  (for  example,  the  crab  market), 
how  much  product  differentiation  would  you  expect? 

(a)  A lot 

(b)  None 


5-.il 


( coni' i nued ) 


FRAME  9 - 


(b)  None 

By  definition,  a perfect  competitive  market  is 
one  in  which  many  sellers  produce  exactly  the 
same  product.  There  is  no  difference  in  the 
products  of  different  firms  in  a perfect  compe- 
titive market,  or,  to  say  it  formally,  there  is  no 
product  differentiation. 


FRAME  10 


In  a perfect  monopoly,  on  the  other  hand,  the 
seller  offers  a product  that  is 


j»  FRAME  I I 

By  definition,  a seller  in  a monopoly  market  is  the  sole  source 
of  his  product  or  service. 

Product  differentiation  for  the  monopolist  is: 

(a)  zero 

i (b)  complete 


(b)  complete. 

The  product  offered  in  a perfect  monopoly  market 
is  different  enough  from  the  products  of  competitors 
to  be  considered  a separate  and  distinct  market.  No 
other  producer  is  providing  a product  which  is  a 
close  substitute  for  the  monopoly  product. 


ERiC 
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b 


(a)  the  same  as  .his  many  competitors'  product. 

(b)  j i f ferent , because  there  is  no  one  else 

producing  what  he  produces. 

(b)  different 


FRAME  ! 2 


At  the  top  of  the  fourth  column 


in  Table 


(page  62'K  print: 


PRODUCT 

DIFFERENTIATION 

In  the  spaces  marked  (3)  insert  the  words  "complete"  and  "none" 
opposite  the  types  of  market  they  describe.  Check  your  answers  in 
the  box  below,  and  then  go  the  the  next  frame. 


Perfect  Competition: 

NONE 

Perfect  Monopoly: 

COMPLETE 

FRAME  13 


Now  let's  review  your  answers  in  Table  I. 

If  you  have  completed  the  table  correctly  to  this  point,  you 
should  have  the  characteristics  of  perfect  competition  as: 

concentration,  none;  barriers  to  entry,  none; 
product  differentiation,  none . 

The  characteristics  of  perfect  monopoly  should  be  shown  as: 

concentration,  complete;  barriers  to  entry,  comp  I ete; 
product  differentiation,  comp  I ete. 

If  your  entries  in  Table  I were  incorrect  or  incomplete,  please 
put  them  in  order  before  going  on.  By  completing  the  chart  "correct I y 
you  will  learn  the  characteristics  of  the  basic  types  of  markets. 

FRAME  14 


As  you  will  see  later,  there  are  other  character ist i cs  which  help 
to  describe  different  types  of  market.  But  the  three  covered  to  "This 
point  are  the  most  important. 

Note  how  the  extreme  cases  described  by  the  perfect 
markets  reflect  the  extreme  of  all  three  characteristics. 
As  a result: 

(a)  In  perfect  competition  there  is 

product  differentiation. 

(b)  In  perfect  monopoly  there  is 
_product  differentiation. 
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(a ) no 

(b)  complete 


This  concludes  the  discussion  of  the  characteristics  of  the  perfect 
markets.  Next,  we  will  look  at  markets  as  they  . exist  in  the  real  world. 

If  you  wish  to  take  a break,  this  is  a good  place  to  do  so. 
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MARKETS  IN  REAL  LIFE 


It's  time  to  transfer  attention  to  the  somewhat  less  than  ’’perfect" 
markets  of  reality.  We  are  going  to  group  real-life  markets  into  three 
types,  all  of  them  lying  somewhere  between  the  extremes  represented  by 
perfect  competition  and  perfect  monopoly. 

In  many  cities,  there  are  quite  a few  shares  which  sell  nothing 
but  phonograph  records.  It  seems  that  someone  is  always  opening  a 
new  record  shop. 

Circle  whichever  of  the  following  best  describes  the 
characteristics  of  the  market  in  which  these  record 
shops  operate: 

Concentrat i on : 


(a)  none,  (b)  low,  (c)  high,  (d)  complete. 


Barriers  to  Entry: 

(a)  none,  ( b ) low,  (c)  high,  ( d ) complete. 


Concentration:  (b) 

1 ow . 

Barriers  to  Entrv: 

(b)  low. 

O 
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Concentration  is  low  in  this  market  because  many  other  stores  sell 
phonograph  records. 

Barriers  to  Entry  are  low,  too.  Some  barriers  do  exist — it  takes 
money  to  start  a business,  for  instance — but  it  would  not  be  hard  to 
come  into  this  market  with  a new  store. 

Since  you  know  the  extent  of  concentration  and  barriers 
to  entry  for  the  record  business,  it  shouid  be  easy  for 
you  to  identify  the  type  of  market  this  business  most 
c I ose I y resembles.  Check  one. 


(a)  Perfect  competition 

(b)  Perfect  monopoly 


(a)  perfect  competition 
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But  now  look  at  the  third  characteristic.  Product  Differentiation. 

To  arrive  at  a rating  under  this  heading  we  might  ask,  "What  is 
different  about  buying  records  in  one  store  rather  than  in  another?" 

Or,  "What  distinguishes  one  record  store  from  other  stores  that  sell 
simi lar  products?" 

Try  to  write  down  at  least  two  things  that  might  lead 
you  to  buy  records  at  a particular  store  in  preference 
to  other  stores. 


O 
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Some  of  the  major  things  that  might  distinguish 
the  offerings  of  one  store  from  another  are: 

Brand  Names:  Different  stores  may  specialize  in 

different  brand  names.  Not  too  important  in  tha 
record  business,  perhaps,  but  the  manuf acturers  of 
some  products  spend  millions  of  dollars  in  the 
hope  that  you  will  pick  up  their  brand  next  time 
you  buy. 

Se I ect i on : One  store  may  offer  a much  wider  choice 

than  another  does.  The  special  record  store  will 
have  a much  greater  selection  than  will  the  local 
supermarket. 

Locat i cn : A particular  store  may  get  your  business 

simply  Decause  it  is  or  your  way  home. 

Servi ce : Perhaps  one  record  store  has  rooms  in 

whTch  you  can  I isten  before  you  buy;  maybe  it  has 
a cute  g i r I /handsome  bo/  to  wait  on  you,  or  maybe 
the  owner  knows  a lut  about  music;  or  perhaps  it 
offers  a better  guarantee  or  quicker  service  than 
its  competitors. 
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Anything  which  makes  the  good  or  service  seem  different  from  that 
sold  by  a competitor  creates  product  differentiation. 

In  other  product  lines,  doze-'  of  other  minor  differences  exist-- 
flavor,  color,  shape,  catchy  names,  advert i si ng,  packaging,  amount  of 
suds,  image — and  each  can  be  exploited  to  make  the  buyer  feel  that  the 
product  is  superior  tc  others.  Altering  any  of  these  changes  the  product. 

By  emphasizing  differences  like  these,  each  seller  tries  to  ma^e  you 
feel  that  his  product  or  his  store  offers  the  sole  source  of  satisf  action 
for  some  particular  want. 

An  a situation  in  which  there  is  only  one  source 
of  supply  is  called . 


Monopol y 


- 
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Each  form  of  product  differentiation  is  a tiny  step  toward  making 
the  product  unique.  It  is,  in  other  words,  a step  toward  building  a 
character  i sti  c of  monopoly.  Note  that  it  does  NOT  in  fact  create  a 
monopoly.  It  simply  moves  the  type  of  market  a little  away  from 
the  perfect  competition  model  and  a little  toward  perfect  monopoly. 

Not  surprisingly,  a market  that  has  most  of  the  characteristics 
of  competilion  plus  some  overtones  of  monopoly  is  given  a name  that 
is  a combination  of  both: 

monopolistic  competition 

Monopolistic  competition  describes  a market  that  has 
(a  lot/a  little)  of  the  qualities  of  competition  and 
(a  lot/a  little)  of  the  qualities  of  monopoly. 


! 

I 
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Monopolistic  competition  has  A LOT  of  the  qualities 
of  competition  and  A LITTLE  of  the  qualities  of 
monopo I y . 


Which  of  these  industries  is  most  likely  to  be  classed 
as  monopolistic  competition? 

(a)  Makers  of  glass-bottom  boats  in  Florida 

(b)  Television  repairmen 

( c)  Lemon  growers  ■ ! 


(b) 
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What  are  the  characteristics  of  an  industry  such 
as  TV  repa i r? 

Concentration:  (circle  one)  low/h igh 

Barriers  to  Entry:  (circle  one)  Tow/h i gh 

Product  Differentiation:  (circle  one)  some/none 
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(cont i nued) 


Character i st i cs  of  the  TV  repair  industry: 

Concen t ra t i on : Low . There  may  not  be  a TV  repair 

shop  on  every  street , but  a community  of  any  size 
is  likely  to  have  several  of  them. 

Barriers  to  Entry:  Low,  Plain  I y,  anyone  going  into 

this  business  would  need  some  know-how  about  TV  sets. 

He  would  also  need  a small  amount  of  equipment  and 
some  tools.  But  there  is  little  else  to  stop  his 
setting  up  a business. 

Product  Differentiation:  same.  The  TV  repairer 

might  advertize,  or  do  a good  job  so  that  his  repuv^ 
tat  ion  gets  around,  or  offer  faster  or  cheaper  ser^Jce. 
But  basically,  the  service  offered  is  fixing  TV  sets. 
This  repairman  may  try  to  arrange  things  so  that  in 
your  mind  he  has  a monopoly — you  would  not  think  of 
going  elsewhere  if  your  TV  needed  fixing — but  to  a 
stranger  in  town,  one  repairman  would  be  much  the 
same  as  the  next. 
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Turn  to  page  62,  Table  I,  and  write  "Monopolist  Competition"  in  the 
space  marked  (b) . 

In  the  spaces  marked  (4),  write  in  the  character i st i cs  of  a mono- 
polistic competition-type  market.  (Use  the  descriptions  "Low"  or  "high" 
under  Concent  rat  ion  and  Barriers  to  Entry;  write  "None  or  "Some"  under 
Product  Pi f ferent i at i on , ) 

Be  sure  to  do  this  before  going  on  to  the  next  frame. 


Here’s 

the  way  that  1 i ne 

in  your  chart  should  look: 

TYPE  OF  MARKET 

CONCENTRATION 

BARRIERS 
TO  ENTRY 

PRODUCT 

DIFFERENTIATION 

(b) 

(4) 

(4) 

(4) 

Monopo 1 i st i c 
Compet i t i on 

^Low 

Low 

Some 

If  your  entries  were  incorrect  or  i ncomp I ete, , p I ease  fix  them  before' 
going  ahead 
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Using  what  you  know  about  each  industry,  c I ass i f y 'each  of  the 
following  kinds  of  producers  as  one  of  the  types  of  markets  we  have 
d i scussed . 

Show  the  characteristics  of  each: 

Concen-  Barriers  "Product  Market 
trat ion  to  Entry  D i f f . Type 

Drug  stores  in  a 
large  city 


Wheat  farming 


Telephone  service 


Gas  station  in  the 
desert 


Drug  stores  in 
a large  city 


Concen-  Barriers.  Product  Market' 

tration  to  Jin  try  . D i f f . Type 

low  low  • some  Mon.  Comp. 


Wheat  farming 
Telephone  service 


none  none  none  Perf.  Comp* 

complete  complete  complete  Perf.  Mon. 


Gas  station  in  complete  compl ete  >comp l-ete  Perf.  Mon. 

the  desert  . 

» 

Entry  into  the  drug  store  business-  is  rated  Vlow,f  because  it  does 
require  a certain  amount  of  money,  a-  licensed  pharmacist,  and  so 
on.  There  are  essentially  r,o  barriers  to  entry  in  producing  wheat 
because  there  are  mil  lions  of  farmers,  who  can  switch  from  growing 
one  crop  to  another  without  additional  cost. 

Considered  from  a regional  point  of  vievy,  the  telephone  service  is 
virtually  a perfect  monopoly.  The  desert  gas  station  comes  clo.e 
to  being  a perfect  monopoly  since  it  offers  i.ts  goods  and  servi;es 
in  a location  where  no  other  gas  station  would  probably  want  to 
compete,  because  there  isnft  enough  business  to  warrant  two  gas 
stations. 


oligopoly 
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As  you  may  have  guessed,  the  characteristics  of  monopolistic  compe- 
tition can  be  found  in  a great  variety  of  combinations.  This  is  a very 
flexible  category  and  it  includes  the  majority  of  the  nation's  twelve 
million  different  businesses. 

However,  there  are  two  other  types  of  market,  rather  similar  to 
each  other.  They  are  much  smaller  in  the  total  number  of  businesses 
included,  but  because  they  represent  a large  percentage  of  sales,  they 
are  very  important  in  the  nation's  economy.  To  describe  them,  we  use 
a new  word:  0 1 i qopo I y . 

Our  earlier  word,  monopoly,  comes  from  two  Greek  words,  monos 
meaning  "alone"  and  pole  in  meaning  "to  sell."  Oligopoly  is  a I so 
from  the  Greek.  01 igo  means  "a  few."  (Its  ending  also  means  "to 
sell.") 


If  "monopoly"  means  that  one  seller  (alone)  has 
control  of  selling,  then  "oligopoly"  means  that 

sellers  have  control  of  the  selling. 


a few 
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In  an  oligopoly  market,  a few  large  sellers  dominate  the  market. 
For  example,  a 1954  survey  showed  that  there  were  only  28  companies 
producing  salt  in  the  U.S.  and  that  the  four  largest  companies 
accounted  for  86  percent  of  the  business. 

This  i s an  example  of  a (n) 

x ZZH 

Oligopoly.  (Say  it  to  yourself.) 
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In  general,  mass-production  industries  are  o| igopol ies--that  is, 
a few  companies  dominate  the  market. 

Circle  the  characteristics  of  an  oligopoly: 

Concentration:  (a)  none,  (b)  low,  (c)  high,  (d)  complete. 

Barr iers  to  Entry : (a)  none,  (b)  low,  (c)  high,  (d)  complete. 


O 


Concent  rat  ion:  (c)  high.  By  definition,  an  oligopoly  is  | 

a market  in  which  coriiroi  is  concenTraTed  in  the  hands  of 
a few  se I I ers . 

Barriers  to  Entry:  (c)  high.  This  may  be  less  obvious. 

But  if  it  were  easy  to  enter  this  market  (and,  of  course, 
stay  in  it),  there  would  not  be  just  a few  sellers.  In 
most  cases,  it  takes  a lot  of  money  and/or  know-how  to  enter 
an  oligopoly  market. 
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We  can  distinguish  between  two  kinds  of  oligopoly  markets.  We  will  call 
them  simply  01 igopol y #1  and  01 igopol y #2. 

In  Table  I,  in  space  (c),  write  01 igopol y # I , and  in  space  (d),  write 
01 igopol y #2.  Under  Concentration  and  Barriers  to  Entry,  write  "high"  in 
each  case. 

The  remaining  characteristic,  the  heading  under  which  these  two  types  of 

oligopoly  differ,  is  

(Write  in  the  missing  word(s).) 


Product  Differentiation 
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In  one  type  of  oligopoly,  the  product  is  standard;  all  firms  sell  the  same 
product.  For  example,  in  what  is  called  the  primary  aluminum  industry,  there 
are  just  four  companies.  All  produce  aluminum  ingots. 

This  is  the  type  of  market  which  we  will  classify  as  Oligopoly  ff I. 

In  Table  I,  under  the  words  Oligopoly  ff\  in  space  (c)  insert: 
"standard  product." 

In  Table  I,  space  (c)  should  now  contain  the  words: 

OLIGOPOLY'  tf\ 

(standard  product) 

For  Oligopoly  ft  I,  choose  the  word  which  should  be  inserted 
in  Table  I under  the  heading.  Product  Differentiation.  (Then 
write  it  in  space  (5)  in  Table  I.) 

I 

(a)  none 

(b)  some 


Product  Differentiation:  none 

The  product  is  standard.  (If  you  haven't  done 

so,  write  this  word  in  space  (5)  in  Table  I.) 


O 
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Now  let's  look  at  the  automobile  industry.  One  might  say  that  this 
industry  is  basically  in  the  business  of  producing  gasoline-powered  trans- 
porlation. 


Do  you  think  that  automobile  makers  produce  a standard 
product  as  in  the  case  of  the  primary  aluminum  industry? 

(a)  Yes 


(b ) No 


( b ) No . 
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Automobile  makers  do  not  produce  a standard  product.  In  fact,  each 
tries  hard  to  convince  the  public  not  only  that-  his  product  is  better  than 
any  other,  but  that  even  within  his  product  l ine  there  are  many  shapes,’ 
sizes,  colors,  horsepowers,  and  ail  kinds  of  optional  features.  Or,  to  say 
that  another  way,  the  products  are  differentiated. 

The  automobile  industry  is  an-  example  of  an  oligopoly  (a  market  in 
which  a few  companies  dominate  the  market) , but  it  is  NOT  an  example  of 
what  we  hove  called  Oligopoly  #1  because  the  product  is  not  standard. 


I nstead , the  automob i I e i ndustry  is  an  examp  I e of  what  we  w i I I call 
01 igopol y #2.  ■ • 


In  Table  I,  under  Oligopoly  #2,  in  space  (d), 
insert  rn  the  appropriate  place  the  words 
"differentiated  product." 

Do  this  now,  before  going  on. 

In  Table  I,  space  (d)  should  now  contain  the  words: 
OLIGOPOLY  §2 

(differentiated  product." 

For  Oligopoly  ff2,  which  word  should  be  inserted  in 
space  (6)  under  the  heading,  Product  Differentiation? 

(a)  none 

( b ) some 
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(t>)  some.  Please  insert  this  word  in  space  (6). 
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It  may  help  you  to  remember  the  difference  between  what  we  have 
called  Oligopoly  tf\  and  Oligopoly  tf2  if  you  think  of  it  like  this: 

In  01 igopoly  number  one,  the  products  are  a I I like 
one,  that  is,  they  are  standard. 

In  Oligopoly  number  two,  there  is  more  than  one  product 

that  is,  the  products  are 

(what's  the  word?) 


d i f ferenti ated. 
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Let's  review  the  markets  we  have  discussed  so  far.  To  begin: 

(a)  The  only  market  type  that  has  no  concentration 

is . 

(b)  The  only  market  type  that  has  complete  concen- 
tration is 


(a)  perfect  competition 

(b)  perfect  monopoly 


O 
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Below,  write  in  the  names  of  the  three  market  types  that  are 
between  the  two  extremes  of  perfect  competition  and  perfect  monopoly. 


TYPE  OF  MARKET 

CONCENTRATION 

BARRIERS 
TO  ENTRY 

PRODUCT 

DIFFERENTIATION 

(a)  Perfect 

compet i t i on 

none 

none 

none 

(b) 

I'ow 

1 ow 

some 

Cc ) 

high 

high 

none 

(d) 

high 

high 

some 

(e)  Perfect 

monopo 1 y 

comp  1 ete 

comp  1 ete 

comp  1 e+e 

(b) 

Monopo 1 istic  competition 

Study  the  above  copy 

(c) 

0 1 igopo 1 y 

# i 

of  Tab  1 e 1 caref u 1 1 y . 

(d) 

0 1 igopo I y 

n 

When  you  think  you're 
ready  to  produce  the 
right-hand  side  as 
well,  go  on  to  the 
next  frame. 
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Insert  the  missing  words  in  the  following  table: 


Market  Type 


Ccncentrat i on 


Barriers  Product 

To  Entry  Pi f ferent i at  ion 


high 


none 


none 
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Barriers 

Product 

Market  Type 

Concentration 

To  Entry 

Di  f f erent i at  ion 

01 igopoly  #\ 

high 

high 

none 

Perfect  Competition 

none 

none 

none  1 
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We  hope  that  you  have  noted: 

t 

(1)  Each  type  of  market  can  be  described  in  terms  of  its 
character i sti cs . 

(2)  The  three  types  of  market  we  have  just  added  bridge  the 
gap  between  the  "perfect"  markets. 

Remember  that  there  are  many  refinements  possible  for  each  type  of 
market.  The  types  we  have  named  are  simply  convenient  categories  by 
which  we  group  markets  for  purposes  of  discussion. 

Of  the  three  new  market  types,  the  one  that  most 
closely  resembles  a perfect  monopoly  is 

(a)  (write  your  answer) 

Of  the  three  new  market  types,  the  one  that  most  closely 
resembles  perfect  competition  is 

(b)  __ (write  your  answer) 


(a) 

01 igopol y #2 

(Differentiated  Product) 

(b) 

Monopo 1 i st i c 

Compet i t i on 

03.0- 
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You  may  recall  that  as  an  example  of  an  almost  perfect  monopoly  we 
cited  the  lone  grocery  store  in  an  1849  Gold  Rush  town. 

True  or  false?  The  grocery  store  in  a Gold  Rush 
town  was  a monopoly  only  so  far  as  its  local  market 
was  concerned? 

(a)  True 

((b)  False 


(a)  True. 
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The  grocery  store  in  the  Gold  Rush  town  was  a monopoly  only  so  far  as 
its  local  market  was  concerned.  There  were  many  other  grocery  stores  in 
the  nat i on . But  none  were  read i I y ava i I ab I e to  peop I e I i v i ng  i n that 
particular  town. 

tot 

True  or  false?  A business  may  have  a monopoly 
because  of  the  geographic  location  or  extent  of 
its  market.  (a)  True  (b)  False 


(a)  True  again.  It  is  possible  to  have,  in 
effect,  a local  monopoly. 
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Now  the  economist  is  unlikely  to  focus  his  attention  on  stores  in 
gold  rush  towns.  He  studies  whole  industries,  collecting  data  on  the 
structure,  conduct,  and  performance  of  the  industry.  He  will  try  to 
answer  questions  about  competition  within  that  industry  and  how  this 
competition  affects  the  public  interest. 

Working  on  this  scale,  list  any  important  industries 
that  apparently  have  local  monopolies. 


D' 


-*2  3!  - 
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(cont i nued ) 


There  are  many  such  "local  monopolies,"  and  many 
are  protected  by  law. 

For  example,  local  authorities  often  license  a 
monopoly  in  bus  or  train  transportation,  usually 
because  competition  would  result  in  higher  prices 
and  worse  service  for  the  consumer,  along  with 
lower  wages  for  the  workers  in,  the  industry. 

(In  fact,  even  without  competition,  local  trans- 
portation often  has  to  be  subsidized.) 

Utility  companies  are  often  granted  local  mono- 
polies for  much  the  same  reasons.  (Imagine  how 
the  poles  would  sprout  if  there  were  six  power 
companies  competing  to  supply  electricity  to 
every  home!)  In  return  for  the  monopoly,  govern- 
ment keeps*  strong  control  on  rates. 
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In  addition  to  the  'foregoing,  there  is  another  kind  of  local  monopoly, 
or,  more  accurately,  a tendency  towards  monopoly,  that  is  based  on  the 
geographic  location  of  resources. 

The  cement  industry  is  an  example  of  this  kind  of  concentration. 

Cement  can  be  made  in  most  parts  of  the  country,  and  the  weight  of  the 
finished  product  makes  it  uneconomic  to  transport  it  any  great  distance. 

Suppose  we  look  at  the  cement  industry  from  the  local  standpoint. 
Usually,  there  is  one  big  plant  serving  the  needs  of  an  area.  We  have 
the  characteristics  of  monopoly.  ....  1 

Imagine  that  the  local  cement  fnaki ng  company 
puts  up  its  prices  to  the  point  where  it  becomes 
possible  to  ship  in  cement  from  another  area  and  still 
make  a profit.  List  the  characteristics  of  the 
market  that  are  affected  by  this  changed  situation. 


FRAME  39 


( cent i nued ) 


If  the  price  of  lorn  I I y-made  cemonl  rises  to  the 
point  where  it  is  feasible  to  ship  in  cement  from 
another  area,  the  characteristics  of  the.  market 
are  changed  as  follows: 

Concentration  is  affected.  Where  concentration  was 
formerly  complete,  there  are  now  two  sellers  in 
the  market. 

barriers  to  Entry  art  not  the  same.  An  outsider 
has  been  able  to  slip  in  under  the  new  price. 
Perhaps  others  can  also  do  it. 


FRAME  40 


If  wc  consider  the  cement  industry  as  organized  into  a 
group  of  regional  markets,  what  characteristics  would 
each  of  tnese  regional  markets  tend  to  haver 

(a)  Concentration:  none/  low/  high/  complete 

(b)  Barriers  to  Entry:  none/  low/  high/  complete 

(c)  Product  Differentiation:  none/  some 


If  we  consider  the  cement  industry  nationwide  as 
including  many  regional  markets,  the  character i st i cs 
of  each  regional  market  are: 

(a)  Concentrai ion : high 

(b)  Barriers  to  Entry:  high 

<c)  Product  Differentiation:  none 


FRAME  41 


These  foregoing  character i st i cs  describe  which 
market  type? 

(a)  Monopolistic  competition 

(b)  Oligopoly*#  I 

(c  ) Cl  igopol  y ft  2 

543 


o 


- .3  3 3 - 


( Cun  t i nut'd  ) 


( b ) 0 1 i gopo I y H I 


REVIEW 


FRAME  4 2 


Look  at  Table  H 2 (p.  96  ) . What  type  of  market 

structure  does  the  cigarette  industry  represent? 


01 igopoly  #2 

The  cigarette  industry  is  a highly  concentrated 
market,  dominated  by  the  "Big  Three"  of  the 
business.  The  cost  of  entering  such  a business 
is  high  and  its  marketing  problems  are  extensive. 
Product  differentiation  is  present;  differences 
between  one  brand  of  filter-tipped  or  mentholated 
cigarette  and  another  are  probably  small,  but 
through  advertising,  packaging  and  use  of  brand 
names  manufacturers  have  built  brand  loyalty  in 
Ine  minds  u consumers.  (Notice  how  much  cigarette 
advertising  is  aimed  at  "switching"  such  loyalties.) 
Product"  d i f f erenl  i at  i on  depends  more  on  what 
consumers  think  about  the  product,  rather  than  on 
actual  physical  differences  in  the  good  or  services. 

If  consumers  think  there  is  a difference  and  buy 
brand  X for  that  reason,  there  is  product  differen- 
tiation. 

1 

FRAME  43 


Please  look  at  Table  # 3 (page  97). 

In  your  opinion,  what  might  we  say  about 
Product  Differentiation  in  respect  to  the 
bituminous  coal  industry? 

There  is  some/none. 

(pick  one)  4 J 


FRAME  44 


Now,  what  do  you  think  about  Concentration 
■for  that  i ndustry? 


It  is  relatively  h iqh/ low. 

(pick  one) 


Relatively  low,  with  up  to  9,000  mi  non.  tBut 
68  percent  of  1956  production  came  from  less 
than  2 percent  of  mines.  The  top  ten  mines 
have  been  gaining  more  of  the  business 


And,  how  abou!  Barriers  to  Entry?  Just  use  your 
judqmeni  here  and  see  if  we  agree. 


Money  is  a barrier  to  entry.  A deep  mine  costs 
millions  of  dollars.  That  makes  it  hard  for 
most  individuals  to  breaK  in,  but  a company  with 
a need  for  coal  or  coal  products  might  regard 
this  as  a relatively  small  sum.  Compared  to 
some  businesses,  the  cost  is  not  high. 


This  one  is  iricky,  so  bu  careful.  Unoor  what 
market  type  would  you  classify  the  bituminous 
coal  industry? 


Monono 1 i st i c Competition.  As  business  investments 
go,  investment  in  coal  mining  is  "small  potatoes.” 
Economists  classify  the  industry  as  Monopolistic 
compel ition,  though  there's  room  for  argument. 
(There  arc  elements  of  Oligopoly  present  which 
make  the  decision  difficult*) 


FRAME  45 


FRAME  46 


ERIC 


FRAME  47 


You  have  jusf  Ioophjc  *"*•  Uv  a types  of  f vKh.:to  as  they  w li 

be  discussed  in  this  rour  .t . 

They  are: 

( a ) 

(h) 

(<;) 

(cl)  

( ) 


( a ) pt ,*  r f oc  t compo  • i i i on 

(b)  monepo I i s 1 I c < ompet  i 1 i on 

( c ) o I i gopo I y , t y , < * • i 
( <j ) ( i i i gopo  * y , i , v < / 

( o ) pc  r f eo  t moropo  { y 


FRAME  48 


} Market  structure  means  thr  competitive  character i st i cs  ol  the  market 

and  so  far  we  have  discussed  Three  market  structure  character i st i cs . 

They  are: 


( a ) 

(b) 

( c ) 


(a)  concent ral i on 

(b)  barriers  to  or. try 

(c ) product  oi f forent i at  ion 


In  the  next  section  we  will  discuss  the  reasons  for  classifying  real 
markets  into  these  five  model  market  types. 

If  you  want  to  quit  or  take  a break,  this  is 
a convenient  place  to  do  it. 


3i  ^ 


Program  # 12 
Section  2 


MARKET  POWER 


FRAME  I 


Why  are  we  so  concerned  about  classifying  real  markets  according  to 
different  types  of  market  structure? 

A major  reason  is  that  by  analyzing  these  char acter i st i cs  of  demand 
and  supply  the  economist  can  explain  and  predict  how  f i rms  compete  with 
each  other  in  a particular  market. 

In  competing  with  each  other,  firms  make  business  decisions  about 
three  kinds  of  things: 

1.  Price  and  quantity  to  sell  of  product  (usually  referred  to  as 
price  competition,  since  price  and  quantity  are  closely 

re  I a ted . ) 

2.  Qua  I i ty  or  product  compet i t i on . 

3.  Ways  to  reduce  competition. 

The  last  category  includes  decisions  about  whether  to  buy  or  be 
bought  out  by  a competitor,  gain  control  of  vital  resources,  or  seek 
some  sort  of  government  intervention  such  as  patent  protection,  sub- 
sidies, or  tax  breaks. 

These  are  the  decisions  we  examine  when  we  study  market  conduct — 
the  way  firms  in  a market  compete  with  each  other. 

Generally  speaking,  the  more  closely  the  market  resembles  perfect 
monopoly,  the  greater  the  seller’s  market  power. 

In  a Per~fect  monopoly,  the  three  market  character  i st  ics  (Concentration, 
Barriers  to  Entry,  and  Product  Di f f erent i at i on ) are  present  in  full 
strength.  The  seller  is,  by  definition,  the  sole  source  of  a unique 
product  which  no  one  else  may  make.  Provided  he  knows  the  demand  curve 
for  his  product,  he  can  adjust  his  production.  Quality,  and  price  to 
maximize  his  profits  without  worrying  how  someone  else  is  going  to 
reacf.  He  has  greaf  market  power. 

In  perfect  carpet i tion,  on  the  other  hand,  the  characteristics  are 
each  zero.  By  definition,  the  seller  is  operating  in  a market  containing 
many  sellers,  free  entry,  and  a standard  product.  The  supply  and  demand 
conditions  of  the  market  set  his  prices  and  the  producer  adjusts  to  this 
price  by  producing  that  level  of  output  which  gives  him  the  best  profit. 


O 


He  has  I i 1+10  conlrol  over  quality  because  his  survival  depends  upon 
keeping  up  with  the  improvements  that  everyone  else  in  his  market  makes. 

In  perfect  competition,  the  seller  has  great / zero 
market  power.  (pick  one) 


In  perfect  competition,  the  seller  has  ZERO 
market  power. 


FRAME  2 


The  seller  operating  in  a market  that  resembles  perfect  competition 
can  gain  market  power  only  by  changing  the  character i st i cs  of  the  market. 
This  means  that  he  must  innovate — he  must  improve  his  methods  so  that  he 
can  operate  more  cheaply,  or  he  must  offer  a product  that  is  in  some  way 
superior  to  that  of  his  competitors  (this  may  be  a real  superiority  or  it 
may  be  simply  a product  differentiation  based  on  something  less  concrete, 
such  as  brand  name  loyalty).  But  basically,  he  must  try  to  obtain  a larger 
share  of  the  market. 

In  other  words,  to  gain  market  power  the  seller  must  move  In  the 
direction  of  monopoly. 

Select  the  word  which  makes  the  following  statement  an 
accurate  summary  of  what  has\just  been  said; 

The  more  closely  the  market  resembles  a perfect 
monopoly,  the  (greater/sma I ler)  the  se I ler's 
market  power. 


The  more  closely  the  market  resembles  a 
perfect  monopoly,  the  GREATER  the  seller's 
market  power. 


FRAME  3 

Table  I,  which  you  have  drawn  up  on  page  62  , shows  Oligopoly  #2 
next  to  Perfect  Monopoly. 

Which  would  you  expect  to  have  more  market  power? 

(a)  01 igopoly  §\ 

( b)  01  igopo I y ti 2 


FRAME  3 - (continued) 


(b ) 01  i gopo I y ff 2 




FRAME  4 


Oligopoly  ff2  more  closely  resembles  a perfect  monopoly  than  does  ff I. 
And  the  more  closely  a market  resembles  perfect  monopoly,  the  more  market 
power  it  has. 


In  which  characteristic  does  Oligopoly  ff\  differ 
f rom  01  iaopo  I y #2? 


Product  Differentiation. 

Oligopoly  ff  I does  not  have  product  differentiation, 
while  Oligopoly  ff2  does  have  product  differentiation. 


FRAME  5 


Which  of  the  following  are  examples  of  ways  in  which  products  might 
be  differentiated? 


(a) 

Smel  1 

(c) 

Brand  name 

(b) 

Color 

(d ) 

Des iyn 

All  are  ways  in  which  products  might  be  differentiated 
(that  is,  ways  in  which  a product  might  differ  from  a 
s im i I ar  product. ) 

For  example,  a brand  of  soap  might  be  essentially  the 
same  as  another  brand  except  for  a slight  difference  in 
perfume;  one  manufacturer  might  put  out  a two- tone 
toothbrush  to  compete  with  others  that  have  only  one 
color;  advertisers  may  drum  their  brand  name  into  your 
ears  in  hopes  that  you  will  see  only  that  name  when 
you  next  reach  for  a box  of  cereal  or  a candy  bar; 
the  container  for  a hair  spray  might  be  designed  as 
a dressing-table  ornament. 


FFAME  6 


Some  of  the  forms  of  product  differentiation  we  have  suggested  may 
strike  you  as  being  essentially  trivial.  Others  may  seem  to  be  good, 
solid  advantages. 

The  point  is  that  the  seller  in  this  kind  of  market  wants  to 
create  and  to  take  advantage  of  product  differentiation.  Ard  the 
firm  wants  this  differentiation  to  bo  in  the  mind  of  the  buyer. 

There  does  not  have  to  be  a great  differentiation — just  enough  to 
tip  the  scale  when  people  are  making  the  decision  to  buy. 

Each  difference  gives  the  firm  c.  little  more  market  power — something 
to  sing  about  in  its  jingles,  something  which  the  seller  can  use  to 
cdmmend  the  product  to  you. 


Place  a checkmark  against  whichever  of  these 
statements  is  true  of  Oligopoly  //I. 

(a)  The  producer  has  restricted  market  power. 

Tho  firm’s  independence  in  market  decisions 
is  limited  S'nce  it  is  hard  to  make  the 
product  different  from  competitors’  products. 

(b)  The  producer  has  a lot  of  market  power  because 

the  firm  can  create  consumer  loyalty  through 
its  own  policies  relating  to  the  quality  of 
its  own  product. 

1 


(a)  is  correct. 

!n  Oligopoly  //I  there  is  no  product  differentiation, 
in  the  next  lesson  you  will  see  more  cl  .rly  why  a 
seller  in  an  Oligopoly  H I market  has  less  market 
power  than  one  in  an  Oligopoly  H 2 market. 

Mo*  e : 

ltTs  an  interesting  point  that  the  product  differ- 
entiation which  gets  such  emphasis  in  Oligopoly  # 2 
markets  is  often  not  much  more  than  a state  of  mind. 
For  example,  consumers  can  develop  a great  loyalty 
to  a brand  name,  to  the  point  where  they  will  not 
experiment  with  other  brands  and  will  not  buy  if 
their  favortie  brand  is  not  available. 


5 a 5 


FRAME  7 


The  market  power  of  a producer  depends  largely  upon  the  market 
structure  characteristics  already  listed  (Concentration,  Barriers  to 
Entry,  and  Product  Differentiation).  The  more  complete  these  character- 
istics are,  the  more  market  power  the  producer  has.  And  the  more  market 
power  he  has,  the  more  control  he  has  over  the  three  kinds  of  competi- 
tive conduct  mentioned  at  the  beginning  of  this  section: 

1.  Price  competition; 

2.  Product  competition; 

3.  Ways  of  reducing  competion. 

Of  these  three  types  of  competitve  decision,  which, 
if  any,  can  be  controlled  by  the  supplier  in  a 
perfect  monopoly? 


All  three  are  controlled  by  the  supplier  in  a 
perfect  monopoly  market.  Market  power  i s 
control  over  conduct.  The  firm  can  set  price, 
set  quality  standards  of  the  product  and  can 
bar  entry  by  other  firms. 


FRAME  8 


The  supplier  has  greatest  control  over  the  decisions  made  in 
conducting  business  when  the  concentration,  barriers  to  entry,  and 
product  differentiation  in  his  market  are 


comp  I ete . 

(These  are  the  character i st i cs  of  a perfect 
monopoly  market.) 


-PH  I ~ 


FRAME  9 


The  market  structure  character i st i cs  (Concentration,  etc.) 
determine  the  kind  of  competition  existing  in  a given  market. 

For  instance,  what  market  structure  character i st i c 
makes  possible  product  competition? 


Product  Di f ferent i ati on 


FRAME  10 


To  help  you  see  the  relationship  between  the  character! sties  of 
market  structure  (Concentration,  etc.)  and  the  supplier's  control 
over  decisions  about  competition,  consider  a wheat  farmer. 

(a)  As  far  as  product  differentiation  is  concerned 
there  i s some/ none. 

(pick  one ) 

(b)  Although  he  operates  under  conditions  of  perfect 
competition,  with  respect  to  this  character i sti c 
his  market  is  like  01  igopo  I y #1 /#2 . 

(pick  one ) 

(c)  Therefore  he  woul d/wou I d not  find  it  to  his 
advantage  to  advertise  or  to  use  a brand  name. 


(a ) 

none 

(b) 

01 igopoly  #1 

(c) 

would  not 

r-  * - 

O'D  ' 


FRAME  I I 


Is  there  much 

(a) 

(b) 


opportunity  to  engage  in  product  competition 

Perfectly  competitive  market?  Yes/No 

(p ick  one) 

Oligopoly  #\  market?  Yes/No 

(pick  one) 


i n : 


(a)  No;  (b)  No. 

There  is  no  product  differentiation  in  a perfectly 
competiiive  marker,  nor  is  there  any  in  an  oligopoly 
ti\  market.  In  other  words,  how  much  good  would  it 
do  a brick  manufacturer  to  worry  about  packaging? 


FRAME  12 


What  kind  of  competition  does  the  presence  of  product  differentiation 
make  possible — and  necessary? 


product  competition 

i 


TWO  MORE  MARKET  STRUCTURE  CHARACTERISTICS 

FRAME  I 3 


Other  market  structure  characteri st i cs  are  used  in  economic 
analysis  of  market  competitive  conduct.  Here,  we  will  consider  two: 

( ! ) Growth  rate  of  market  demand 

(2)  Oemand  elasticity 

(FRAME  13  continued  on  next  page) 


0 


-Jt3- 


FRAME  1 3 - (continued) 


v 

Business  management  must  also  take  knowledge  of  these  two  character- 
ist'cs  into  consideration  in  making  decisions.  It  is  natural,  then,  that 
this  knowledge  helps  us  to  predict  the  decisions  that  are  made  in  a 
given  market.  Both  characteristics  affect  all  market  types  in  the 
same  way. 

Growth  rate  of  market  demand  describes  the  rate  at  which  demand 
for  a product  changes  over  time. 

Suppose,  for  example,  that  over-a  period,  for  a new 
electronic  industry,  demand  grows  faster  than  it 
does  in  other  industries  and  faster  than  supply  of 
the  output.  How  might  this  affect  the  pricing 
decisions  of  a producer  in  the  industry  where  demand 
is  growing  faster? 


( a ) 

The 

f i rm 

w i i i 

1 lower 

the 

price. 

(b) 

The 

f i rm 

w i 1 ! 

1 fight 

to 

hold  the  price  steady. 

(c) 

The 

f i rm 

wi  1 ! 

1 raise 

the 

price. 

(c)  If  demand  growth  is  relatively  high  and 

outstrips  production,  buyers  will  compete 
for  the  available  supply.  The  tendency  is 
higher  prices. 


FRAME  14 


On  the  other  hand,  and  perhaps  more  important  in  a growing 
industry,  firms  may  be  growing  at  the  expense  of  other  industries 
by  getting  business  away  from  other  industries  by  undercul^ing  the 
substitute  product. 

Manufacturers  of  synthetic  fabrics  are  trying  to  get 
people  to  buy  rayon  or  ban  I on.  Assuming  the  firms 
have  control  over‘  price,  what  pricing  policy  would 
they  follow  to  increase  demand  for  their  product? 


b b J 


FRAME  14  - (continued) 


lower  prices  enough  to  make  rayon  a cheap 
substitute  for  cotton 


FRAME  15 


Business  managers  continually  walk  the  tightrope  of  supply  and 
demand  conditions.  To  do  so  successf u I I y , they  must  use  knowledge 
of  the  characteri st ics  of  the  rnarkel  to  help  them  make  decisions. 

The  second  additional  cha racter i st i c we  have  mentioned  helps 
business  management  in  firms  in  imperfectly  competitive  markets  decide  the 
safe  limits  of  any  price  change.  You  should  find  it  a f am i I i ar  charac- 
teristic. Demand  e I ast i c i ty , as  you  saw  earl ier,  describes  how  respon- 
sive buyers  are  to  changes  in  price. 

In  a perfect  competition  market,  if  one  of  the  competi- 
tors tried  to  raise  his  price,  he  would  find  that  demand 
is  what?  (If  you  need  a review,  return  to  program  #11 
on  Elasticity  of  Market  Demand.) 

(a)  completely  elastic 

(b)  very  inelastic 


(a)  completely  elastic. 

Demand  is  elastic  if  there  is  easy  substitution 
for  a product  ( remember? ) . In  perfect  competi- 
tion, many  sellers  offer  identical  products. 

If  one  seller  boosts  his  prices  but  noeody  else 
in  his  market  does,  people  will  buy  from  someone 
else  and  he  will  not  be  able  to  sell  anything. 


FRAME  16 


Diagram  I below  shows  market  demand  and  supply  for  a product  sold 
in  a perfectly  competitive  market.  In  Diagram  2,  draw  the  demand  curve 
for  one  seller  in  this  market. 
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Demand  for  One  Seller  in  a 
Perfectly  Competitive  Market 
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Demand  curve  for  one  seller  in  a 
perfectly  competitive  market.  The 
firm  can  only  sell  at  $2.50.  If  it 
increases  the  price  even  \<t,  quantity 
bought  would  drop  to  zero. 

FRAME  17 


How  would  you  describe  this  seller's  demand  curve? 

(a)  completely  elastic 

(b)  elastic 

(c)  inelastic 

(d)  completely  inelastic 


(a)  Completely  elastic 


FRAME'  IQ 


To  gain  more  market  power,  firms  try  to  reduce/  i ncrease 

(pick  one) 

1 he  elasticity  of  demand  for  their  product. 


FRAME  19 


O 

ERIC 


Wh : ch  way  will  this  se I I er^s  demand  change  if  the  firm  gai"S  more 
market  power? 


It  changes  from: 
(a)  D.  tc  D, 


I 

_(b)  D2  to  D( 


FRAME 


9 -•  ( cont  i nued ) 


(b)  from  to  D|  because  Demand  becomes 
less  efastic. 


FRAME  20 


To  sumirarize  the  strategy  of  competitive  conduct  in  an  imperfectly 
competitive  market: 

The  object  of  mucn  product  compet i t ion, and 
attempts  to  reduce  compet i tion,  boi I s down 
to  a firm’s  desire  to  alter  the  demand  for  the 
firm's  output,  to  create  a demand  curve  that 
i s less  e I ast ic/mcre  elastic. 

(pick  one) 

This  shift  in  demand  will,  hopefully, 
i ncrease/decrease  quantity  sold  and 
(pick  one) 

also  give  the  firm  some  ability  to 
set  price. 


less  e I c.st  i c 
i ncrease 


FRAME  21 


Finally  remember  that  for  the  industry  as  a whole — that  is, 
all  the  firms — market  control  is  limited  by  the  demand  elasticity 
for  the  product,  and  by  the  differences  in  elasticity  for  different 
customers. 


a.  If  e\  Imperfectly  competitive  industry  produces 
a product  which  competes  with  many  products  from 
other  markets,  will  firms  in  this  industry  be 
able  to  change  price  much? 

Yes 


No 

Reason 


5 T65. 


(FRAME  21  continued  on  next  page) 


FRAME  2 1 " ( cont i nued ) 


b.  If  within  one  industry,  one  group  of  customers 
needs  the  product  more  than  another  group  and 
if  producers  could  charge  different  prices  to 
the  two  groups  for  which  group  might  suppliers 
raise  the  price? 

the  group  which  needs  the  product 

the  group  which  does  not  need  the  product 


a.  no.  A small  price  change  brings  about 
a very  large  % change  in  quantity  sold. 

b.  the  group  which  needs  the  product 
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TABLE  2 MARKET  STRUCTURE  OF  THE  CIGARETTE  INDUSTRIES 
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7.  Inelastic,  short-run 
demand . 


TABLE  4 MARKET  STRUCTURE  FOR  THE  STEEL  INDUSTRY 


QUIZ  ON  MARKET  STRUCTURE  After  you  have  completed  the  Program,  check 
your  understanding  of  the  material  by  completing  the  following: 


N 

I.  Name  the  five  types  of  market  discussed  in  the  lesson. 


2.  Name  +he  three  major  characteristics  by  which  market  types  are 
c ! ass i tied. 


3.  A market  has  many  sellers.  It  can  be  entered  by  anyone  with  a small 
amount  of  capital.  The  products  offered  are  similar  but  differ  in 
color,  size,  and  quality.  What  type  of  market  is  this? 


4.  The  products  in  a given  market  are  mass-produced  by  a relatively  small 
number  of  companies  using  expensive  machinerey  and  a large  labor  force. 
The  product  of  each  company  is  identical  to  all  others.  What  type  of 
market  is  this? 


5.  In  what  kind  of  market  do  the  following  operate? 

(a)  hamburger  stand. 

(b)  automobile  manufacturer. 

(c)  Truck  farmers  (farmers  who  grow  vegetables  for  the  fresh 
produce  market. ) 

6.  Of  the  three  "industries"  named  above,  is  one  closer  to  being  an 
example  of  perfect  monopoly  than  the  others?  If  so,  which  is  it. 


7.  Is  one  closer  to  being  an  example  of  perfect  competition  tnan  the 
others?  If  so,  which  is  it? 


8.  Look  at  Table  4 (steel  industry)  What  are  the  characteristics  of 
this  industry?  What  type  of  market  does  it  represent? 


(QUI Z - conti nued) 


9.  Which  would  have  the  greater  market  power: 

(a)  an  example  of  perfect  competition, 

(b)  a department  store,  or 

(c)  an  example  of  perfect  monopoly? 

10.  Which  of  the  following  probably  has  the  highest  elasticity  of  demand. 
(REVIEW  QUESTION) 


(a) 

a 

sack  of  potatoes. 

(b) 

a 

fur  coat. 

(c) 

a 

house. 

(d) 

a 

bal Ipoi nt  pen. 

II.  Check  which,  if  any,  of  tho  following  statements  are  true. 


(a)  If  a product  has  an  inelastic  price,  quantity 

sold  is  not  very  responsive  to  changes  in  price. 


_(b>  High  elasticity  means  that  even  when  the  price 
changes,  the  demand  for  the  product  does  not 
change  drastically. 

(c)  Any  luxury  item  has  elastic  demand. 

(d)  Very  low-priced  items  tend  to  have  an  inelastic 
demand . 


12.  Check  which,  if  any, 

(a) 


of  the  following  statements  are  true. 

When  the  growth  rate  of  demand  increases, 
concentration  tends  to  decrease. 


(b)  In  monopolistic  competition,  an  increase  in  the 
growth  rate  of  demand. tends  to  increase  the 
barriers  to  entry. 

(c)  An  increase  in  the  growth  rate  of  demand  tends 
to  bring  about  a decrease  in  price. 


ANSWERS  TO  QUIZ 
ON  MARKET  STRUCTURE 

1.  Perfect  competition,  Monopolistic  competition,  Oligopoly  type  I, 
Oligopoly  type  2,  perfect  monopoly. 

2.  Concentration,  Barriers  to  entry,  Production  differentiation. 

3.  Monopolistic  competition. 

4.  0! igopoly  type  I . 

5.  (a)  Monopolistic  competition. 

(b)  01 igopoly  H2 

(c)  Perfect  competition. 

6.  Automobile  manufacturers. 

7.  Truck  farmers. 

8.  Very  large  producers.  High  barriers  to  entry,  Standard  production  for 
primarily  metal  products.  Oligopoly  #1. 

9.  (c) 

10.  (b) 

11.  (a),  (d). 

12.  (a) 
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Lesson  8 


Industry  Case  Studies 


Structure,  Conduct  and  Performance 
of  Three  Industries 

The  purpose  of  this  group  of  problems  is  to  allow  you  to  study  the 
differences  in  market  competition  in  three  important  U.S.  Industries: 

Aluminum  manufacture.  Automobile  manufacture  and  sales;  and  Telephone 
manufacture  and  services.  Even  though  there  is  a high  degree  of  market 
concentration  in  each  industry,  the  industries  are  very  different  from  each  other. 
By  studying  each  industry  and  comparing  them,  you  will  be  able  to  summarize 
the  similarities  and  differences.  In  this  way  you  should  be  able  to  reach  some 
tentative  conclusions  about  the  actual  performance  of  oligopoly  and 
monopoly  markets . 

The  clue  of  studying  and  comparing  different  industries  is  to  remember 
that  competitive  conduct  of  firms  in  a market  and  the  long-run  performance 
of  the  industry  in  allocating  resources  depends  on  the  market  structure- 
the  degree  of  market  concentration,  the  kinds  of  barriers  of 'entry,  the 
possibilities  for  product  differentiation,  the  growth  rate  of  demand  and  n , 

the  degree  of  price  elasticity  of  demand. 

Included  here  are  summary  tables  to  permit  you  to  identify  the  important 
facts  about  market  structure  for  each  industry.  Read  the  essay  on  the 
industry  structure  in  the  readings  and  summarize  the  main  points  in  the 
table  provided  for  that  industry.  Each  of  the  three  industries  is  composed 
of  several  related  markets,  one  for  each  stage  of  production.  Because 
market  conditions  are  often  different  at  different  stages  of  production, 
you  are  asked  to  summarize  the  characteristics  for  each  stage. 

In  the  remaining  part  of  the  case  study  you  can  use  this  summary  of 
industry  structure  to  try  to  predict  how  firms  compete  with  each  other 
amd  the  long-run  effect  of  this  competition  on  resource  allocation.  A 
good  way  to  make  these  predictions  about  market  conduct  is  to  put  yourself 
in  the  place  of  top  managment  of  one  of  the  firms.  Then,  try  to  answer 
the  questions  below  by  figuring  out  what  you  would  do  if  you  were  trying 
to  make  the  best  decisions  for  your  corporation. 


MARKET  COMPETITION 

A.  Price  Competition 

1*  How  are  prices  determined  in  the  industry,  by  the  interaction 
of  supply  and  demand  as  in  the  predict,  competition  model? 

If  not,  who  sets  the  prices  and  how  do  they  decide  what  price 
to  set? 

2.  Do  all  firms  charge  the  same  price  for  the  same  product?  If 
so,  why?  If  not,  why  not? 

3.  Do  prices  of  the  products  change  very  often  in  response  ot 
changes  in  demand  or  supply  conditions? 

4.  Generally  speaking,  compared  to  predict  competition,  is  there 
much  price  competition  between  firms? 

5.  Do  firms  practice  price  discrimination  ( charging  different 
prices  for  the  product  to  different  buyers)?  Who  do  they 
discriminate  against? 

5 >1 

. - 


B.  Product  Competition 

1.  What  forms  of  product  competition  do  the  firms  use? 

2.  How  effective  are  they? 

3.  Why  do  they  use  product  competition? 

4.  What  effect  does  product  competition  have  on  market  structure 
/'baracterlstics  ? 

^ C.  Tactics  to  Control  or  Eliminate  Competition 

1.  Do  firms  try  to  eliminate  competition?  If  so,  how? 

MARKET  PERFORMANCE  (the  text  readings  include  summa**y  charts  and  diagrams 

on  Industry  performance. which  should  help  you  answer  the  following 
questions) 

A.  Do  firms  In  the  industry  tend  to  provide  output  at  the  lowest 
possible  price?  What  data  would  you  have  to  look  at  to  find  this 
out? 

B.  Are  resources  reallocated  In  accordance  with  changes  in  consumer 
demand  and  in  technological  breakthroughs?  What  data  you  use  to 
find  this  out? 

C.  Is  the  industry  progressive?  What  data  would  you  use  to  find  this 
out? 

D.  Summarize  the  most  Important  conclusions  fcbout  industry  performance. 


Table  1 

Summary  Table  of  Market  Structure  of  Aluminum  Industry 


Table  2 

Summary  Table  of  Market  Structure  of  the  Automobile  Industry 
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Table  3 

S unwary  Table  of  Market  Structure  of  the  Telephone  Industry 
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Analyzing  Statistical  Tables 


The  table  below  presents  data  on  income  distribution.  Study  the  table 
carefully  and  then  answer  the  questions  which  follow  the  table. 


Table  1 


The  Functional  Distribution  of  National  Income 
(Estimated  as  Averages  for  ten-year  periods) 
1900-1957 


(all  figures  reported  as  percentages  of  national  Income) 


Time 

Period 

[ 

National 

Income 

Employee 

Compensation 

Proprietor 's 
Income* 

Total 

Property 

Income 

Kinds  of  Property 

r 

Corporate  Interest 
Profits  Payments 

Income 

Rent 

Income 

1900-1909 

100% 

557. 

247. 

217. 

7% 

67. 

97. 

1905-1914 

100 

55 

23 

22 

7 

6 

9 

1910-1919 

100 

53 

24 

23 

10 

5 

8 

1915-1924 

100 

57 

21 

22 

9 

5 

8 

1.920-1929 

100 

61 

18 

22 

8 

6 

8 

1925-1934 

100 

63 

16 

21 

6 

8 

7 

1929-1938 

100 

67 

16 

18 

4 

9 

5 

1934-1943 

100 

65 

17 

18 

9 

6 

3 

1939-1948 

100 

65 

17 

18 

12 

3 

3 

1944-1953 

100 

66 

16 

18  i 

13 

2 

3 

1949-1957 

100 

67 

14 

19  1 

13 

3 

3 

k Income 

received 

ay  the  owners  of 

unincorporated  businesses. 

1.  What  was  the  percentage  change  in  the  share  of  National  Income  earned 
as  Corporate  Profits  between  the  following  periods?  (show  your  cal- 
culations) 

a.  from  1900-1909  to  1929-1938? 


from  1900-1909  to  1949-1957? 


c.  from  1900-1938 


d.  from  1900-1957 


e.  Which  change  seems  to  represent  the  trend  ( the  general  change 
through  time)  and  how  can  you  tell? 

-Qfcl~  576 


i 


f.  What  explains  these  changes  in  the  share  of  National  Income  going 

to  Corporate  Profits  between  the  beginning  and  end  of  these  two  periods 

2.  Which  main  category  (employee  comensation,  proprietor's  income,  and 

property  income)  had  the  greatest  percentage  increase  firm  1910  to  1939? 

Which  had  the  greatest  percentage  decrease  in  that  same  time  period? 

What  explanations  can  you  think  of  for  these  changes? 


3.  Describe  the  main  characteristics  of  the  distribution  of  income  which 
are  shown  by  this  table. 
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Personal  Distribution 
of  Income 
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Income  distribution  can  also  be  described  in  terms  of  the  personal 
Distribution  of  Income,  that  is  , how  income  is  divided  up  among  the  persons 
?Ln  the  economy.  To  describe  how  income  is  distributed  among  the  people, 
all  families  and  individuals  living  alone  are  divided  into  groups  according 
to  the  amount  of  their  annual  Income. 

Tables  1 and  2 divide  all  families  into  five  groups,  each  group  containing 
one-fifr.h  of  the  total  number  of  families.  The  groups  are  ranked  according 
to  levels  of  income  earned,  from  the  lowest  fifth  to  the  highest  fifth  of 
family  incomes. 

Tables  2 and  4 divide  all  families  into  five  income  classes  depending 
on  the  family  income  for  1964: 

1.  Up  to  $3,000 

2.  $3,000  to  $5,000 

3.  $5,000  to  $7,000 

4.  $7,000  to  $10,000 

5.  $10,000  to  over 

In  the  following  four  tables  certain  characteristics  of  the  families 
and  the  heads  of  the  families  in  each  of  these  income  classes  is  set  forth. 
Study  these  tables  carefully  and  then  write  two  short  essays  about  what 
kind  of  families  would  most  likely  be  in  1)  the  class  making  up  to  $3,000, 
and  2)  the  class  making  >10,000  and  over. 


Table  1 

Sources  of  Family  Incomes  by  Percentages.  1964 


Income 
C lets  s 

Employee 

Income 

Proprietor's 

Income 

Property 

Income 

Transfer 

Income 

Total 

lowest 

1/5  37 

6 

5 

52 

100 

second 

it  66 

10 

6 

18 

100 

third 

H S3 

8 

3 

5 

100 

fourth 

ti  66 

8 

4 

2 

100 

highest- 

*1  75 

14 

9 

2 

100 

Table  2 

Distribution  of  Income  by  Major  Source 
Between  Family  Income  Classes 


Total  Family 

Income 

Quintiles 

Employee 

Income 

Proprietor's 

Income 

Income 

Property 

Transfer 

Payments 

Lowest  1/5 

27. 

37. 

37. 

217. 

second  " 

10 

9 

9 

27 

third 

16 

13 

8 

13 

fourth  " 

26 

17 

12 

9 

fifth  " 

46 

58 

20 

Total 

1007. 

1097. _ 

1007. 

looT 

Table  3 

Distribution  of  Family  Income  by  Different  Characteristics 

of  the  Head  of  the  Family.  1964-1965 

%o f Families  in  income  class 


Characteristics 
of  Family  Head 

up  to  $3,000 

$3,000 

to 

$5,000 

5,000 

to 

$7,000 

$7,000 

to 

_1Q,QQQ  . 

$10,000 

and 

over 

Total 

Age  of  Head 

14-24 

21 

23 

28 

21 

7 

100 

25-34 

12 

15 

23 

32 

18 

100 

35-44 

9 

13 

19 

28 

31 

100 

45-54 

10 

11 

16 

25 

36 

100 

55-64 

17 

16 

18 

21 

28 

100 

65  and 

42 

24 

13 

11 

10 

100 

Years  of 

School 

Completed 

Less  than  8 

42 

22 

16 

12 

8 

100 

3 years 

26 

22 

20 

20 

12 

100 

1-3  High  sc. 

17 

20 

22 

22 

19 

100 

4 years  HS 

9 

16 

23 

29 

23 

100 

1-3  years 

8 

11 

19 

30 

32 

100 

college 

4 of  more  college 

4 

5 

13 

24 

54 

Sex  of  Head 

Male 

34 

19 

21 

16 

10 

100 

Female 

72 

18 

7 

2 

1 

Color 

White 

14 

15 

19 

25 

27 

100 

Non -White 

36 

25 

15 

14 

10 

-100. 

jr  •• 


J 


Table  4 

Distribution  of  Family  Income  by  Region  in 
Which  Family  Lives . 1964 


r<££ion 

Percent 

of  Families 

in  Income 

Class 

UP  to 
$3,000 

$3,000 

„ to 
$5,000 

$5,000 

to 

$7,000 

$7,000 

to 

$10,000 

$10,000 

and 

over 

local 

Northeast 

12 

15 

21 

25 

27 

100 

North  Central 

16 

16 

20 

25 

23 

100 

West 

14 

15 

18 

25 

28 

100 

South 

26 

- 21  ... 

19 

18 

16 

100 

Class  up  to  $3.000 


O 

ERIC 


r , n 

5o  j 


i 


- 


Class  $10.000  and  over 


i 


581 


Unit  IT 
Exercise  )3 
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Distribution 
Families  or  Individuals 
Living  Alone 


The  following  table  shows  the  percentage  of  income  received  by  each 
fifth  of  the  consumer  units  in  the  U.S.  for  1964. 


Table  8 

Distribution  of  Personal  Income  Received  by  Eacn 
. Fifth  of  Consumer  Units 


Income  Group  in 
the  Population 

Percent  of 
Income  Received 

Lowest  20%  of  income  earners 

5% 

Second  " 

12 

Third  " 

18 

Fourth  " 

24 

Fifth  " 

41 

100 

1.  Using  the  grid  below,  draw  a curve  which  shows  the  data  in  Table  8. 


Percent  of  Personal 
Income  Earned 
100% 


80 
40 
20 
o 0 


Distribution  of  Personal  Income  Among 
the  Families  in  the  U.S.  in  1964 


O 

ERIC 
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Diagram  1 


What  does  this  graph  tell  you  about  the  inequality  of  income 
distribution  in  the  United  States? 


Draw  a line  on  the  graph  which  describes  complete  fncnnw*  equallcv. 


Draw  and  label  another  line  in  the  graph  which  describes  greater 
inequality  of  income  distribution  than  that  which  already  exists 
in  the  United  States. 
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